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basis at which the property was ac-
quired, and whether any of the prop-
erty is subject to depreciation under 
section 167 or to amortization or other 
cost recovery under any other provi-
sion of the Code. 

(ix) The signature of the taxpayer or 
an individual authorized to sign the 
taxpayer’s Federal income tax return. 

(f) Effective date. These regulations 
are effective March 15, 1994. 

[T.D. 8528, 59 FR 11920, Mar. 15, 1994] 

§ 1.197–2 Amortization of goodwill and 
certain other intangibles. 

(a) Overview—(1) In general. Section 
197 allows an amortization deduction 
for the capitalized costs of an amortiz-
able section 197 intangible and pro-
hibits any other depreciation or amor-
tization with respect to that property. 
Paragraphs (b), (c), and (e) of this sec-
tion provide rules and definitions for 
determining whether property is a sec-
tion 197 intangible, and paragraphs (d) 
and (e) of this section provide rules and 
definitions for determining whether a 
section 197 intangible is an amortizable 
section 197 intangible. The amortiza-
tion deduction under section 197 is de-
termined by amortizing basis ratably 
over a 15-year period under the rules of 
paragraph (f) of this section. Section 
197 also includes various special rules 
pertaining to the disposition of amor-
tizable section 197 intangibles, non-
recognition transactions, anti-churn-
ing rules, and anti-abuse rules. Rules 
relating to these provisions are con-
tained in paragraphs (g), (h), and (j) of 
this section. Examples demonstrating 
the application of these provisions are 
contained in paragraph (k) of this sec-
tion. The effective date of the rules in 
this section is contained in paragraph 
(l) of this section. 

(2) Section 167(f) property. Section 
167(f) prescribes rules for computing 
the depreciation deduction for certain 
property to which section 197 does not 
apply. See § 1.167(a)–14 for rules under 
section 167(f) and paragraphs (c)(4), (6), 
(7), (11), and (13) of this section for a de-
scription of the property subject to sec-
tion 167(f). 

(3) Amounts otherwise deductible. Sec-
tion 197 does not apply to amounts that 
are not chargeable to capital account 
under paragraph (f)(3) (relating to basis 

determinations for covenants not to 
compete and certain contracts for the 
use of section 197 intangibles) of this 
section and are otherwise currently de-
ductible. For this purpose, an amount 
described in § 1.162–11 is not currently 
deductible if, without regard to § 1.162– 
11, such amount is properly chargeable 
to capital account. 

(b) Section 197 intangibles; in general. 
Except as otherwise provided in para-
graph (c) of this section, the term sec-
tion 197 intangible means any property 
described in section 197(d)(1). The fol-
lowing rules and definitions provide 
guidance concerning property that is a 
section 197 intangible unless an excep-
tion applies: 

(1) Goodwill. Section 197 intangibles 
include goodwill. Goodwill is the value 
of a trade or business attributable to 
the expectancy of continued customer 
patronage. This expectancy may be due 
to the name or reputation of a trade or 
business or any other factor. 

(2) Going concern value. Section 197 
intangibles include going concern 
value. Going concern value is the addi-
tional value that attaches to property 
by reason of its existence as an inte-
gral part of an ongoing business activ-
ity. Going concern value includes the 
value attributable to the ability of a 
trade or business (or a part of a trade 
or business) to continue functioning or 
generating income without interrup-
tion notwithstanding a change in own-
ership, but does not include any of the 
intangibles described in any other pro-
vision of this paragraph (b). It also in-
cludes the value that is attributable to 
the immediate use or availability of an 
acquired trade or business, such as, for 
example, the use of the revenues or net 
earnings that otherwise would not be 
received during any period if the ac-
quired trade or business were not avail-
able or operational. 

(3) Workforce in place. Section 197 in-
tangibles include workforce in place. 
Workforce in place (sometimes referred 
to as agency force or assembled work-
force) includes the composition of a 
workforce (for example, the experience, 
education, or training of a workforce), 
the terms and conditions of employ-
ment whether contractual or other-
wise, and any other value placed on 
employees or any of their attributes. 
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Thus, the amount paid or incurred for 
workforce in place includes, for exam-
ple, any portion of the purchase price 
of an acquired trade or business attrib-
utable to the existence of a highly- 
skilled workforce, an existing employ-
ment contract (or contracts), or a rela-
tionship with employees or consultants 
(including, but not limited to, any key 
employee contract or relationship). 
Workforce in place does not include 
any covenant not to compete or other 
similar arrangement described in para-
graph (b)(9) of this section. 

(4) Information base. Section 197 in-
tangibles include any information base, 
including a customer-related informa-
tion base. For this purpose, an infor-
mation base includes business books 
and records, operating systems, and 
any other information base (regardless 
of the method of recording the infor-
mation) and a customer-related infor-
mation base is any information base 
that includes lists or other information 
with respect to current or prospective 
customers. Thus, the amount paid or 
incurred for information base includes, 
for example, any portion of the pur-
chase price of an acquired trade or 
business attributable to the intangible 
value of technical manuals, training 
manuals or programs, data files, and 
accounting or inventory control sys-
tems. Other examples include the cost 
of acquiring customer lists, subscrip-
tion lists, insurance expirations, pa-
tient or client files, or lists of news-
paper, magazine, radio, or television 
advertisers. 

(5) Know-how, etc. Section 197 intan-
gibles include any patent, copyright, 
formula, process, design, pattern, 
know-how, format, package design, 
computer software (as defined in para-
graph (c)(4)(iv) of this section), or in-
terest in a film, sound recording, video 
tape, book, or other similar property. 
(See, however, the exceptions in para-
graph (c) of this section.) 

(6) Customer-based intangibles. Section 
197 intangibles include any customer- 
based intangible. A customer-based in-
tangible is any composition of market, 
market share, or other value resulting 
from the future provision of goods or 
services pursuant to contractual or 
other relationships in the ordinary 
course of business with customers. 

Thus, the amount paid or incurred for 
customer-based intangibles includes, 
for example, any portion of the pur-
chase price of an acquired trade or 
business attributable to the existence 
of a customer base, a circulation base, 
an undeveloped market or market 
growth, insurance in force, the exist-
ence of a qualification to supply goods 
or services to a particular customer, a 
mortgage servicing contract (as de-
fined in paragraph (c)(11) of this sec-
tion), an investment management con-
tract, or other relationship with cus-
tomers involving the future provision 
of goods or services. (See, however, the 
exceptions in paragraph (c) of this sec-
tion.) In addition, customer-based in-
tangibles include the deposit base and 
any similar asset of a financial institu-
tion. Thus, the amount paid or in-
curred for customer-based intangibles 
also includes any portion of the pur-
chase price of an acquired financial in-
stitution attributable to the value rep-
resented by existing checking ac-
counts, savings accounts, escrow ac-
counts, and other similar items of the 
financial institution. However, any 
portion of the purchase price of an ac-
quired trade or business attributable to 
accounts receivable or other similar 
rights to income for goods or services 
provided to customers prior to the ac-
quisition of a trade or business is not 
an amount paid or incurred for a cus-
tomer-based intangible. 

(7) Supplier-based intangibles. Section 
197 intangibles include any supplier- 
based intangible. A supplier-based in-
tangible is the value resulting from the 
future acquisition, pursuant to con-
tractual or other relationships with 
suppliers in the ordinary course of 
business, of goods or services that will 
be sold or used by the taxpayer. Thus, 
the amount paid or incurred for sup-
plier-based intangibles includes, for ex-
ample, any portion of the purchase 
price of an acquired trade or business 
attributable to the existence of a favor-
able relationship with persons pro-
viding distribution services (such as fa-
vorable shelf or display space at a re-
tail outlet), the existence of a favor-
able credit rating, or the existence of 
favorable supply contracts. The 
amount paid or incurred for supplier- 
based intangibles does not include any 
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amount required to be paid for the 
goods or services themselves pursuant 
to the terms of the agreement or other 
relationship. In addition, see the excep-
tions in paragraph (c) of this section, 
including the exception in paragraph 
(c)(6) of this section for certain rights 
to receive tangible property or services 
from another person. 

(8) Licenses, permits, and other rights 
granted by governmental units. Section 
197 intangibles include any license, per-
mit, or other right granted by a gov-
ernmental unit (including, for purposes 
of section 197, an agency or instrumen-
tality thereof) even if the right is 
granted for an indefinite period or is 
reasonably expected to be renewed for 
an indefinite period. These rights in-
clude, for example, a liquor license, a 
taxi-cab medallion (or license), an air-
port landing or takeoff right (some-
times referred to as a slot), a regulated 
airline route, or a television or radio 
broadcasting license. The issuance or 
renewal of a license, permit, or other 
right granted by a governmental unit 
is considered an acquisition of the li-
cense, permit, or other right. (See, 
however, the exceptions in paragraph 
(c) of this section, including the excep-
tions in paragraph (c)(3) of this section 
for an interest in land, paragraph (c)(6) 
of this section for certain rights to re-
ceive tangible property or services, 
paragraph (c)(8) of this section for an 
interest under a lease of tangible prop-
erty, and paragraph (c)(13) of this sec-
tion for certain rights granted by a 
governmental unit. See paragraph 
(b)(10) of this section for the treatment 
of franchises.) 

(9) Covenants not to compete and other 
similar arrangements. Section 197 intan-
gibles include any covenant not to 
compete, or agreement having substan-
tially the same effect, entered into in 
connection with the direct or indirect 
acquisition of an interest in a trade or 
business or a substantial portion there-
of. For purposes of this paragraph 
(b)(9), an acquisition may be made in 
the form of an asset acquisition (in-
cluding a qualified stock purchase that 
is treated as a purchase of assets under 
section 338), a stock acquisition or re-
demption, and the acquisition or re-
demption of a partnership interest. An 
agreement requiring the performance 

of services for the acquiring taxpayer 
or the provision of property or its use 
to the acquiring taxpayer does not 
have substantially the same effect as a 
covenant not to compete to the extent 
that the amount paid under the agree-
ment represents reasonable compensa-
tion for the services actually rendered 
or for the property or use of the prop-
erty actually provided. 

(10) Franchises, trademarks, and trade 
names. (i) Section 197 intangibles in-
clude any franchise, trademark, or 
trade name. The term franchise has the 
meaning given in section 1253(b)(1) and 
includes any agreement that provides 
one of the parties to the agreement 
with the right to distribute, sell, or 
provide goods, services, or facilities, 
within a specified area. The term trade-
mark includes any word, name, symbol, 
or device, or any combination thereof, 
adopted and used to identify goods or 
services and distinguish them from 
those provided by others. The term 
trade name includes any name used to 
identify or designate a particular trade 
or business or the name or title used by 
a person or organization engaged in a 
trade or business. A license, permit, or 
other right granted by a governmental 
unit is a franchise if it otherwise meets 
the definition of a franchise. A trade-
mark or trade name includes any 
trademark or trade name arising under 
statute or applicable common law, and 
any similar right granted by contract. 
The renewal of a franchise, trademark, 
or trade name is treated as an acquisi-
tion of the franchise, trademark, or 
trade name. 

(ii) Notwithstanding the definitions 
provided in paragraph (b)(10)(i) of this 
section, any amount that is paid or in-
curred on account of a transfer, sale, or 
other disposition of a franchise, trade-
mark, or trade name and that is sub-
ject to section 1253(d)(1) is not included 
in the basis of a section 197 intangible. 
(See paragraph (g)(6) of this section.) 

(11) Contracts for the use of, and term 
interests in, section 197 intangibles. Sec-
tion 197 intangibles include any right 
under a license, contract, or other ar-
rangement providing for the use of 
property that would be a section 197 in-
tangible under any provision of this 
paragraph (b) (including this paragraph 
(b)(11)) after giving effect to all of the 
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exceptions provided in paragraph (c) of 
this section. Section 197 intangibles 
also include any term interest (wheth-
er outright or in trust) in such prop-
erty. 

(12) Other similar items. Section 197 in-
tangibles include any other intangible 
property that is similar in all material 
respects to the property specifically 
described in section 197(d)(1)(C)(i) 
through (v) and paragraphs (b)(3) 
through (7) of this section. (See para-
graph (g)(5) of this section for special 
rules regarding certain reinsurance 
transactions.) 

(c) Section 197 intangibles; exceptions. 
The term section 197 intangible does not 
include property described in section 
197(e). The following rules and defini-
tions provide guidance concerning 
property to which the exceptions 
apply: 

(1) Interests in a corporation, partner-
ship, trust, or estate. Section 197 intan-
gibles do not include an interest in a 
corporation, partnership, trust, or es-
tate. Thus, for example, amortization 
under section 197 is not available for 
the cost of acquiring stock, partnership 
interests, or interests in a trust or es-
tate, whether or not the interests are 
regularly traded on an established mar-
ket. (See paragraph (g)(3) of this sec-
tion for special rules applicable to 
property of a partnership when a sec-
tion 754 election is in effect for the 
partnership.) 

(2) Interests under certain financial 
contracts. Section 197 intangibles do not 
include an interest under an existing 
futures contract, foreign currency con-
tract, notional principal contract, in-
terest rate swap, or other similar fi-
nancial contract, whether or not the 
interest is regularly traded on an es-
tablished market. However, this excep-
tion does not apply to an interest 
under a mortgage servicing contract, 
credit card servicing contract, or other 
contract to service another person’s in-
debtedness, or an interest under an as-
sumption reinsurance contract. (See 
paragraph (g)(5) of this section for the 
treatment of assumption reinsurance 
contracts. See paragraph (c)(11) of this 
section and § 1.167(a)–14(d) for the treat-
ment of mortgage servicing rights.) 

(3) Interests in land. Section 197 intan-
gibles do not include any interest in 

land. For this purpose, an interest in 
land includes a fee interest, life estate, 
remainder, easement, mineral right, 
timber right, grazing right, riparian 
right, air right, zoning variance, and 
any other similar right, such as a farm 
allotment, quota for farm commod-
ities, or crop acreage base. An interest 
in land does not include an airport 
landing or takeoff right, a regulated 
airline route, or a franchise to provide 
cable television service. The cost of ac-
quiring a license, permit, or other land 
improvement right, such as a building 
construction or use permit, is taken 
into account in the same manner as 
the underlying improvement. 

(4) Certain computer software—(i) Pub-
licly available. Section 197 intangibles 
do not include any interest in com-
puter software that is (or has been) 
readily available to the general public 
on similar terms, is subject to a non-
exclusive license, and has not been sub-
stantially modified. Computer software 
will be treated as readily available to 
the general public if the software may 
be obtained on substantially the same 
terms by a significant number of per-
sons that would reasonably be expected 
to use the software. This requirement 
can be met even though the software is 
not available through a system of re-
tail distribution. Computer software 
will not be considered to have been 
substantially modified if the cost of all 
modifications to the version of the 
software that is readily available to 
the general public does not exceed the 
greater of 25 percent of the price at 
which the unmodified version of the 
software is readily available to the 
general public or $2,000. For the pur-
pose of determining whether computer 
software has been substantially modi-
fied— 

(A) Integrated programs acquired in 
a package from a single source are 
treated as a single computer program; 
and 

(B) Any cost incurred to install the 
computer software on a system is not 
treated as a cost of the software. How-
ever, the costs for customization, such 
as tailoring to a user’s specifications 
(other than embedded programming op-
tions) are costs of modifying the soft-
ware. 
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(ii) Not acquired as part of trade or 
business. Section 197 intangibles do not 
include an interest in computer soft-
ware that is not acquired as part of a 
purchase of a trade or business. 

(iii) Other exceptions. For other excep-
tions applicable to computer software, 
see paragraph (a)(3) of this section (re-
lating to otherwise deductible 
amounts) and paragraph (g)(7) of this 
section (relating to amounts properly 
taken into account in determining the 
cost of property that is not a section 
197 intangible). 

(iv) Computer software defined. For 
purposes of this section, computer soft-
ware is any program or routine (that 
is, any sequence of machine-readable 
code) that is designed to cause a com-
puter to perform a desired function or 
set of functions, and the documenta-
tion required to describe and maintain 
that program or routine. It includes all 
forms and media in which the software 
is contained, whether written, mag-
netic, or otherwise. Computer pro-
grams of all classes, for example, oper-
ating systems, executive systems, mon-
itors, compilers and translators, as-
sembly routines, and utility programs 
as well as application programs, are in-
cluded. Computer software also in-
cludes any incidental and ancillary 
rights that are necessary to effect the 
acquisition of the title to, the owner-
ship of, or the right to use the com-
puter software, and that are used only 
in connection with that specific com-
puter software. Such incidental and an-
cillary rights are not included in the 
definition of trademark or trade name 
under paragraph (b)(10)(i) of this sec-
tion. For example, a trademark or 
trade name that is ancillary to the 
ownership or use of a specific computer 
software program in the taxpayer’s 
trade or business and is not acquired 
for the purpose of marketing the com-
puter software is included in the defini-
tion of computer software and is not 
included in the definition of trademark 
or trade name. Computer software does 
not include any data or information 
base described in paragraph (b)(4) of 
this section unless the data base or 
item is in the public domain and is in-
cidental to a computer program. For 
this purpose, a copyrighted or propri-
etary data or information base is treat-

ed as in the public domain if its avail-
ability through the computer program 
does not contribute significantly to the 
cost of the program. For example, if a 
word-processing program includes a 
dictionary feature used to spell-check 
a document or any portion thereof, the 
entire program (including the dic-
tionary feature) is computer software 
regardless of the form in which the fea-
ture is maintained or stored. 

(5) Certain interests in films, sound re-
cordings, video tapes, books, or other simi-
lar property. Section 197 intangibles do 
not include any interest (including an 
interest as a licensee) in a film, sound 
recording, video tape, book, or other 
similar property (such as the right to 
broadcast or transmit a live event) if 
the interest is not acquired as part of a 
purchase of a trade or business. A film, 
sound recording, video tape, book, or 
other similar property includes any in-
cidental and ancillary rights (such as a 
trademark or trade name) that are nec-
essary to effect the acquisition of title 
to, the ownership of, or the right to use 
the property and are used only in con-
nection with that property. Such inci-
dental and ancillary rights are not in-
cluded in the definition of trademark 
or trade name under paragraph 
(b)(10)(i) of this section. For purposes 
of this paragraph (c)(5), computer soft-
ware (as defined in paragraph (c)(4)(iv) 
of this section) is not treated as other 
property similar to a film, sound re-
cording, video tape, or book. (See sec-
tion 167 for amortization of excluded 
intangible property or interests.) 

(6) Certain rights to receive tangible 
property or services. Section 197 intangi-
bles do not include any right to receive 
tangible property or services under a 
contract or from a governmental unit 
if the right is not acquired as part of a 
purchase of a trade or business. Any 
right that is described in the preceding 
sentence is not treated as a section 197 
intangible even though the right is also 
described in section 197(d)(1)(D) and 
paragraph (b)(8) of this section (relat-
ing to certain governmental licenses, 
permits, and other rights) and even 
though the right fails to meet one or 
more of the requirements of paragraph 
(c)(13) of this section (relating to cer-
tain rights of fixed duration or 
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amount). (See § 1.167(a)–14(c) (1) and (3) 
for applicable rules.) 

(7) Certain interests in patents or copy-
rights. Section 197 intangibles do not 
include any interest (including an in-
terest as a licensee) in a patent, patent 
application, or copyright that is not 
acquired as part of a purchase of a 
trade or business. A patent or copy-
right includes any incidental and ancil-
lary rights (such as a trademark or 
trade name) that are necessary to ef-
fect the acquisition of title to, the 
ownership of, or the right to use the 
property and are used only in connec-
tion with that property. Such inci-
dental and ancillary rights are not in-
cluded in the definition of trademark 
or trade name under paragraph 
(b)(10)(i) of this section. (See § 1.167(a)– 
14(c)(4) for applicable rules.) 

(8) Interests under leases of tangible 
property—(i) Interest as a lessor. Section 
197 intangibles do not include any in-
terest as a lessor under an existing 
lease or sublease of tangible real or 
personal property. In addition, the cost 
of acquiring an interest as a lessor in 
connection with the acquisition of tan-
gible property is taken into account as 
part of the cost of the tangible prop-
erty. For example, if a taxpayer ac-
quires a shopping center that is leased 
to tenants operating retail stores, any 
portion of the purchase price attrib-
utable to favorable lease terms is 
taken into account as part of the basis 
of the shopping center and in deter-
mining the depreciation deduction al-
lowed with respect to the shopping cen-
ter. (See section 167(c)(2).) 

(ii) Interest as a lessee. Section 197 in-
tangibles do not include any interest as 
a lessee under an existing lease of tan-
gible real or personal property. For 
this purpose, an airline lease of an air-
port passenger or cargo gate is a lease 
of tangible property. The cost of ac-
quiring such an interest is taken into 
account under section 178 and § 1.162– 
11(a). If an interest as a lessee under a 
lease of tangible property is acquired 
in a transaction with any other intan-
gible property, a portion of the total 
purchase price may be allocable to the 
interest as a lessee based on all of the 
relevant facts and circumstances. 

(9) Interests under indebtedness—(i) In 
general. Section 197 intangibles do not 

include any interest (whether as a 
creditor or debtor) under an indebted-
ness in existence when the interest was 
acquired. Thus, for example, the value 
attributable to the assumption of an 
indebtedness with a below-market in-
terest rate is not amortizable under 
section 197. In addition, the premium 
paid for acquiring a debt instrument 
with an above-market interest rate is 
not amortizable under section 197. See 
section 171 for rules concerning the 
treatment of amortizable bond pre-
mium. 

(ii) Exceptions. For purposes of this 
paragraph (c)(9), an interest under an 
existing indebtedness does not include 
the deposit base (and other similar 
items) of a financial institution. An in-
terest under an existing indebtedness 
includes mortgage servicing rights, 
however, to the extent the rights are 
stripped coupons under section 1286. 

(10) Professional sports franchises. Sec-
tion 197 intangibles do not include any 
franchise to engage in professional 
baseball, basketball, football, or any 
other professional sport, and any item 
(even though otherwise qualifying as a 
section 197 intangible) acquired in con-
nection with such a franchise. 

(11) Mortgage servicing rights. Section 
197 intangibles do not include any right 
described in section 197(e)(7) (con-
cerning rights to service indebtedness 
secured by residential real property 
that are not acquired as part of a pur-
chase of a trade or business). (See 
§ 1.167(a)–14(d) for applicable rules.) 

(12) Certain transaction costs. Section 
197 intangibles do not include any fees 
for professional services and any trans-
action costs incurred by parties to a 
transaction in which all or any portion 
of the gain or loss is not recognized 
under part III of subchapter C of the 
Internal Revenue Code. 

(13) Rights of fixed duration or amount. 
(i) Section 197 intangibles do not in-
clude any right under a contract or any 
license, permit, or other right granted 
by a governmental unit if the right— 

(A) Is acquired in the ordinary course 
of a trade or business (or an activity 
described in section 212) and not as 
part of a purchase of a trade or busi-
ness; 

(B) Is not described in section 
197(d)(1)(A), (B), (E), or (F); 
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(C) Is not a customer-based intan-
gible, a customer-related information 
base, or any other similar item; and 

(D) Either— 
(1) Has a fixed duration of less than 

15 years; or 
(2) Is fixed as to amount and the ad-

justed basis thereof is properly recover-
able (without regard to this section) 
under a method similar to the unit-of- 
production method. 

(ii) See § 1.167(a)–14(c)(2) and (3) for 
applicable rules. 

(d) Amortizable section 197 intangibles— 
(1) Definition. Except as otherwise pro-
vided in this paragraph (d), the term 
amortizable section 197 intangible means 
any section 197 intangible acquired 
after August 10, 1993 (or after July 25, 
1991, if a valid retroactive election 
under § 1.197–1T has been made), and 
held in connection with the conduct of 
a trade or business or an activity de-
scribed in section 212. 

(2) Exception for self-created intangi-
bles—(i) In general. Except as provided 
in paragraph (d)(2)(iii) of this section, 
amortizable section 197 intangibles do 
not include any section 197 intangible 
created by the taxpayer (a self-created 
intangible). 

(ii) Created by the taxpayer—(A) De-
fined. A section 197 intangible is cre-
ated by the taxpayer to the extent the 
taxpayer makes payments or otherwise 
incurs costs for its creation, produc-
tion, development, or improvement, 
whether the actual work is performed 
by the taxpayer or by another person 
under a contract with the taxpayer en-
tered into before the contracted cre-
ation, production, development, or im-
provement occurs. For example, a tech-
nological process developed specifically 
for a taxpayer under an arrangement 
with another person pursuant to which 
the taxpayer retains all rights to the 
process is created by the taxpayer. 

(B) Contracts for the use of intangibles. 
A section 197 intangible is not a self- 
created intangible to the extent that it 
results from the entry into (or renewal 
of) a contract for the use of an existing 
section 197 intangible. Thus, for exam-
ple, the exception for self-created in-
tangibles does not apply to capitalized 
costs, such as legal and other profes-
sional fees, incurred by a licensee in 
connection with the entry into (or re-

newal of) a contract for the use of 
know-how or similar property. 

(C) Improvements and modifications. If 
an existing section 197 intangible is im-
proved or otherwise modified by the 
taxpayer or by another person under a 
contract with the taxpayer, the exist-
ing intangible and the capitalized costs 
(if any) of the improvements or other 
modifications are each treated as a 
separate section 197 intangible for pur-
poses of this paragraph (d). 

(iii) Exceptions. (A) The exception for 
self-created intangibles does not apply 
to any section 197 intangible described 
in section 197(d)(1)(D) (relating to li-
censes, permits or other rights granted 
by a governmental unit), 197(d)(1)(E) 
(relating to covenants not to compete), 
or 197(d)(1)(F) (relating to franchises, 
trademarks, and trade names). Thus, 
for example, capitalized costs incurred 
in the development, registration, or de-
fense of a trademark or trade name do 
not qualify for the exception and are 
amortized over 15 years under section 
197. 

(B) The exception for self-created in-
tangibles does not apply to any section 
197 intangible created in connection 
with the purchase of a trade or busi-
ness (as defined in paragraph (e) of this 
section). 

(C) If a taxpayer disposes of a self- 
created intangible and subsequently re-
acquires the intangible in an acquisi-
tion described in paragraph (h)(5)(ii) of 
this section, the exception for self-cre-
ated intangibles does not apply to the 
reacquired intangible. 

(3) Exception for property subject to 
anti-churning rules. Amortizable section 
197 intangibles do not include any prop-
erty to which the anti-churning rules 
of section 197(f)(9) and paragraph (h) of 
this section apply. 

(e) Purchase of a trade or business. 
Several of the exceptions in section 197 
apply only to property that is not ac-
quired in (or created in connection 
with) a transaction or series of related 
transactions involving the acquisition 
of assets constituting a trade or busi-
ness or a substantial portion thereof. 
Property acquired in (or created in 
connection with) such a transaction or 
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series of related transactions is re-
ferred to in this section as property ac-
quired as part of (or created in connec-
tion with) a purchase of a trade or 
business. For purposes of section 197 
and this section, the applicability of 
the limitation is determined under the 
following rules: 

(1) Goodwill or going concern value. An 
asset or group of assets constitutes a 
trade or business or a substantial por-
tion thereof if their use would con-
stitute a trade or business under sec-
tion 1060 (that is, if goodwill or going 
concern value could under any cir-
cumstances attach to the assets). See 
§ 1.1060–1(b)(2). For this purpose, all the 
facts and circumstances, including any 
employee relationships that continue 
(or covenants not to compete that are 
entered into) as part of the transfer of 
the assets, are taken into account in 
determining whether goodwill or going 
concern value could attach to the as-
sets. 

(2) Franchise, trademark, or trade 
name—(i) In general. The acquisition of 
a franchise, trademark, or trade name 
constitutes the acquisition of a trade 
or business or a substantial portion 
thereof. 

(ii) Exceptions. For purposes of this 
paragraph (e)(2)— 

(A) A trademark or trade name is dis-
regarded if it is included in computer 
software under paragraph (c)(4) of this 
section or in an interest in a film, 
sound recording, video tape, book, or 
other similar property under paragraph 
(c)(5) of this section; 

(B) A franchise, trademark, or trade 
name is disregarded if its value is 
nominal or the taxpayer irrevocably 
disposes of it immediately after its ac-
quisition; and 

(C) The acquisition of a right or in-
terest in a trademark or trade name is 
disregarded if the grant of the right or 
interest is not, under the principles of 
section 1253, a transfer of all substan-
tial rights to such property or of an un-
divided interest in all substantial 
rights to such property. 

(3) Acquisitions to be included. The as-
sets acquired in a transaction (or series 
of related transactions) include only 
assets (including a beneficial or other 
indirect interest in assets where the in-
terest is of a type described in para-

graph (c)(1) of this section) acquired by 
the taxpayer and persons related to the 
taxpayer from another person and per-
sons related to that other person. For 
purposes of this paragraph (e)(3), per-
sons are related only if their relation-
ship is described in section 267(b) or 
707(b) or they are engaged in trades or 
businesses under common control with-
in the meaning of section 41(f)(1). 

(4) Substantial portion. The deter-
mination of whether acquired assets 
constitute a substantial portion of a 
trade or business is to be based on all 
of the facts and circumstances, includ-
ing the nature and the amount of the 
assets acquired as well as the nature 
and amount of the assets retained by 
the transferor. The value of the assets 
acquired relative to the value of the as-
sets retained by the transferor is not 
determinative of whether the acquired 
assets constitute a substantial portion 
of a trade or business. 

(5) Deemed asset purchases under sec-
tion 338. A qualified stock purchase 
that is treated as a purchase of assets 
under section 338 is treated as a trans-
action involving the acquisition of as-
sets constituting a trade or business 
only if the direct acquisition of the as-
sets of the corporation would have been 
treated as the acquisition of assets 
constituting a trade or business or a 
substantial portion thereof. 

(6) Mortgage servicing rights. Mortgage 
servicing rights acquired in a trans-
action or series of related transactions 
are disregarded in determining for pur-
poses of paragraph (c)(11) of this sec-
tion whether the assets acquired in the 
transaction or transactions constitute 
a trade or business or substantial por-
tion thereof. 

(7) Computer software acquired for in-
ternal use. Computer software acquired 
in a transaction or series of related 
transactions solely for internal use in 
an existing trade or business is dis-
regarded in determining for purposes of 
paragraph (c)(4) of this section whether 
the assets acquired in the transaction 
or series of related transactions con-
stitute a trade or business or substan-
tial portion thereof. 

(f) Computation of amortization deduc-
tion—(1) In general. Except as provided 
in paragraph (f)(2) of this section, the 
amortization deduction allowable 
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under section 197(a) is computed as fol-
lows: 

(i) The basis of an amortizable sec-
tion 197 intangible is amortized ratably 
over the 15-year period beginning on 
the later of— 

(A) The first day of the month in 
which the property is acquired; or 

(B) In the case of property held in 
connection with the conduct of a trade 
or business or in an activity described 
in section 212, the first day of the 
month in which the conduct of the 
trade or business or the activity be-
gins. 

(ii) Except as otherwise provided in 
this section, basis is determined under 
section 1011 and salvage value is dis-
regarded. 

(iii) Property is not eligible for amor-
tization in the month of disposition. 

(iv) The amortization deduction for a 
short taxable year is based on the num-
ber of months in the short taxable 
year. 

(2) Treatment of contingent amounts— 
(i) Amounts added to basis during 15-year 
period. Any amount that is properly in-
cluded in the basis of an amortizable 
section 197 intangible after the first 
month of the 15-year period described 
in paragraph (f)(1)(i) of this section and 
before the expiration of that period is 
amortized ratably over the remainder 
of the 15-year period. For this purpose, 
the remainder of the 15-year period be-
gins on the first day of the month in 
which the basis increase occurs. 

(ii) Amounts becoming fixed after expi-
ration of 15-year period. Any amount 
that is not properly included in the 
basis of an amortizable section 197 in-
tangible until after the expiration of 
the 15-year period described in para-
graph (f)(1)(i) of this section is amor-
tized in full immediately upon the in-
clusion of the amount in the basis of 
the intangible. 

(iii) Rules for including amounts in 
basis. See §§ 1.1275–4(c)(4) and 1.483–4(a) 
for rules governing the extent to which 
contingent amounts payable under a 
debt instrument given in consideration 
for the sale or exchange of an amortiz-
able section 197 intangible are treated 
as payments of principal and the time 
at which the amount treated as prin-
cipal is included in basis. See § 1.461– 
1(a)(1) and (2) for rules governing the 

time at which other contingent 
amounts are taken into account in de-
termining the basis of an amortizable 
section 197 intangible. 

(3) Basis determinations for certain as-
sets—(i) Covenants not to compete. In the 
case of a covenant not to compete or 
other similar arrangement described in 
paragraph (b)(9) of this section (a cov-
enant), the amount chargeable to cap-
ital account includes, except as pro-
vided in this paragraph (f)(3), all 
amounts that are required to be paid 
pursuant to the covenant, whether or 
not any such amount would be deduct-
ible under section 162 if the covenant 
were not a section 197 intangible. 

(ii) Contracts for the use of section 197 
intangibles; acquired as part of a trade or 
business—(A) In general. Except as pro-
vided in this paragraph (f)(3), any 
amount paid or incurred by the trans-
feree on account of the transfer of a 
right or term interest described in 
paragraph (b)(11) of this section (relat-
ing to contracts for the use of, and 
term interests in, section 197 intangi-
bles) by the owner of the property to 
which such right or interest relates 
and as part of a purchase of a trade or 
business is chargeable to capital ac-
count, whether or not such amount 
would be deductible under section 162 if 
the property were not a section 197 in-
tangible. 

(B) Know-how and certain information 
base. The amount chargeable to capital 
account with respect to a right or term 
interest described in paragraph (b)(11) 
of this section is determined without 
regard to the rule in paragraph 
(f)(3)(ii)(A) of this section if the right 
or interest relates to property (other 
than a customer-related information 
base) described in paragraph (b)(4) or 
(5) of this section and the acquiring 
taxpayer establishes that— 

(1) The transfer of the right or inter-
est is not, under the principles of sec-
tion 1235, a transfer of all substantial 
rights to such property or of an undi-
vided interest in all substantial rights 
to such property; and 

(2) The right or interest was trans-
ferred for an arm’s-length consider-
ation. 

(iii) Contracts for the use of section 197 
intangibles; not acquired as part of a 
trade or business. The transfer of a right 
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or term interest described in paragraph 
(b)(11) of this section by the owner of 
the property to which such right or in-
terest relates but not as part of a pur-
chase of a trade or business will be 
closely scrutinized under the principles 
of section 1235 for purposes of deter-
mining whether the transfer is a sale 
or exchange and, accordingly, whether 
amounts paid on account of the trans-
fer are chargeable to capital account. 
If under the principles of section 1235 
the transaction is not a sale or ex-
change, amounts paid on account of 
the transfer are not chargeable to cap-
ital account under this paragraph (f)(3). 

(iv) Applicable rules—(A) Franchises, 
trademarks, and trade names. For pur-
poses of this paragraph (f)(3), section 
197 intangibles described in paragraph 
(b)(11) of this section do not include 
any property that is also described in 
paragraph (b)(10) of this section (relat-
ing to franchises, trademarks, and 
trade names). 

(B) Certain amounts treated as payable 
under a debt instrument—(1) In general. 
For purposes of applying any provision 
of the Internal Revenue Code to a per-
son making payments of amounts that 
are otherwise chargeable to capital ac-
count under this paragraph (f)(3) and 
are payable after the acquisition of the 
section 197 intangible to which they re-
late, such amounts are treated as pay-
able under a debt instrument given in 
consideration for the sale or exchange 
of the section 197 intangible. 

(2) Rights granted by governmental 
units. For purposes of applying any pro-
vision of the Internal Revenue Code to 
any amounts that are otherwise 
chargeable to capital account with re-
spect to a license, permit, or other 
right described in paragraph (b)(8) of 
this section (relating to rights granted 
by a governmental unit or agency or 
instrumentality thereof) and are pay-
able after the acquisition of the section 
197 intangible to which they relate, 
such amounts are treated, except as 
provided in paragraph (f)(4)(i) of this 
section (relating to renewal trans-
actions), as payable under a debt in-
strument given in consideration for the 
sale or exchange of the section 197 in-
tangible. 

(3) Treatment of other parties to trans-
action. No person shall be treated as 

having sold, exchanged, or otherwise 
disposed of property in a transaction 
for purposes of any provision of the In-
ternal Revenue Code solely by reason 
of the application of this paragraph 
(f)(3) to any other party to the trans-
action. 

(4) Basis determinations in certain 
transactions—(i) Certain renewal trans-
actions. The costs paid or incurred for 
the renewal of a franchise, trademark, 
or trade name or any license, permit, 
or other right granted by a govern-
mental unit or an agency or instru-
mentality thereof are amortized over 
the 15-year period that begins with the 
month of renewal. Any costs paid or in-
curred for the issuance, or earlier re-
newal, continue to be taken into ac-
count over the remaining portion of 
the amortization period that began at 
the time of the issuance, or earlier re-
newal. Any amount paid or incurred for 
the protection, expansion, or defense of 
a trademark or trade name and charge-
able to capital account is treated as an 
amount paid or incurred for a renewal. 

(ii) Transactions subject to section 338 
or 1060. In the case of a section 197 in-
tangible deemed to have been acquired 
as the result of a qualified stock pur-
chase within the meaning of section 
338(d)(3), the basis shall be determined 
pursuant to section 338(b)(5) and the 
regulations thereunder. In the case of a 
section 197 intangible acquired in an 
applicable asset acquisition within the 
meaning of section 1060(c), the basis 
shall be determined pursuant to sec-
tion 1060(a) and the regulations there-
under. 

(iii) Certain reinsurance transactions. 
See paragraph (g)(5)(ii) of this section 
for special rules regarding the adjusted 
basis of an insurance contract acquired 
through an assumption reinsurance 
transaction. 

(g) Special rules—(1) Treatment of cer-
tain dispositions—(i) Loss disallowance 
rules—(A) In general. No loss is recog-
nized on the disposition of an amortiz-
able section 197 intangible if the tax-
payer has any retained intangibles. 
The retained intangibles with respect 
to the disposition of any amortizable 
section 197 intangible (the transferred 
intangible) are all amortizable section 
197 intangibles, or rights to use or in-
terests (including beneficial or other 
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indirect interests) in amortizable sec-
tion 197 intangibles (including the 
transferred intangible) that were ac-
quired in the same transaction or se-
ries of related transactions as the 
transferred intangible and are retained 
after its disposition. Except as other-
wise provided in paragraph (g)(1)(iv)(B) 
of this section, the adjusted basis of 
each of the retained intangibles is in-
creased by the product of— 

(1) The loss that is not recognized 
solely by reason of this rule; and 

(2) A fraction, the numerator of 
which is the adjusted basis of the re-
tained intangible on the date of the 
disposition and the denominator of 
which is the total adjusted bases of all 
the retained intangibles on that date. 

(B) Abandonment or worthlessness. The 
abandonment of an amortizable section 
197 intangible, or any other event ren-
dering an amortizable section 197 in-
tangible worthless, is treated as a dis-
position of the intangible for purposes 
of this paragraph (g)(1), and the aban-
doned or worthless intangible is dis-
regarded (that is, it is not treated as a 
retained intangible) for purposes of ap-
plying this paragraph (g)(1) to the sub-
sequent disposition of any other amor-
tizable section 197 intangible. 

(C) Certain nonrecognition transfers. 
The loss disallowance rule in paragraph 
(g)(1)(i)(A) of this section also applies 
when a taxpayer transfers an amortiz-
able section 197 intangible from an ac-
quired trade or business in a trans-
action in which the intangible is trans-
ferred basis property and, after the 
transfer, retains other amortizable sec-
tion 197 intangibles from the trade or 
business. Thus, for example, the trans-
fer of an amortizable section 197 intan-
gible to a corporation in exchange for 
stock in the corporation in a trans-
action described in section 351, or to a 
partnership in exchange for an interest 
in the partnership in a transaction de-
scribed in section 721, when other am-
ortizable section 197 intangibles ac-
quired in the same transaction are re-
tained, followed by a sale of the stock 
or partnership interest received, will 
not avoid the application of the loss 
disallowance provision to the extent 
the adjusted basis of the transferred in-
tangible at the time of the sale exceeds 
its fair market value at that time. 

(ii) Separately acquired property. Para-
graph (g)(1)(i) of this section does not 
apply to an amortizable section 197 in-
tangible that is not acquired in a 
transaction or series of related trans-
actions in which the taxpayer acquires 
other amortizable section 197 intangi-
bles (a separately acquired intangible). 
Consequently, a loss may be recognized 
upon the disposition of a separately ac-
quired amortizable section 197 intan-
gible. However, the termination or 
worthlessness of only a portion of an 
amortizable section 197 intangible is 
not the disposition of a separately ac-
quired intangible. For example, neither 
the loss of several customers from an 
acquired customer list nor the worth-
lessness of only some information from 
an acquired data base constitutes the 
disposition of a separately acquired in-
tangible. 

(iii) Disposition of a covenant not to 
compete. If a covenant not to compete 
or any other arrangement having sub-
stantially the same effect is entered 
into in connection with the direct or 
indirect acquisition of an interest in 
one or more trades or businesses, the 
disposition or worthlessness of the cov-
enant or other arrangement will not be 
considered to occur until the disposi-
tion or worthlessness of all interests in 
those trades or businesses. For exam-
ple, a covenant not to compete entered 
into in connection with the purchase of 
stock continues to be amortized rat-
ably over the 15-year recovery period 
(even after the covenant expires or be-
comes worthless) unless all the trades 
or businesses in which an interest was 
acquired through the stock purchase 
(or all the purchaser’s interests in 
those trades or businesses) also are dis-
posed of or become worthless. 

(iv) Taxpayers under common control— 
(A) In general. Except as provided in 
paragraph (g)(1)(iv)(B) of this section, 
all persons that would be treated as a 
single taxpayer under section 41(f)(1) 
are treated as a single taxpayer under 
this paragraph (g)(1). Thus, for exam-
ple, a loss is not recognized on the dis-
position of an amortizable section 197 
intangible by a member of a controlled 
group of corporations (as defined in 
section 41(f)(5)) if, after the disposition, 
another member retains other amortiz-
able section 197 intangibles acquired in 
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the same transaction as the amortiz-
able section 197 intangible that has 
been disposed of. 

(B) Treatment of disallowed loss. If re-
tained intangibles are held by a person 
other than the person incurring the 
disallowed loss, only the adjusted basis 
of intangibles retained by the person 
incurring the disallowed loss is in-
creased, and only the adjusted basis of 
those intangibles is included in the de-
nominator of the fraction described in 
paragraph (g)(1)(i)(A) of this section. If 
none of the retained intangibles are 
held by the person incurring the dis-
allowed loss, the loss is allowed rat-
ably, as a deduction under section 197, 
over the remainder of the period during 
which the intangible giving rise to the 
loss would have been amortizable, ex-
cept that any remaining disallowed 
loss is allowed in full on the first date 
on which all other retained intangibles 
have been disposed of or become worth-
less. 

(2) Treatment of certain nonrecognition 
and exchange transactions—(i) Relation-
ship to anti-churning rules. This para-
graph (g)(2) provides rules relating to 
the treatment of section 197 intangi-
bles acquired in certain transactions. If 
these rules apply to a section 197(f)(9) 
intangible (within the meaning of para-
graph (h)(1)(i) of this section), the in-
tangible is, notwithstanding its treat-
ment under this paragraph (g)(2), treat-
ed as an amortizable section 197 intan-
gible only to the extent permitted 
under paragraph (h) of this section. 

(ii) Treatment of nonrecognition and 
exchange transactions generally—(A) 
Transfer disregarded. If a section 197 in-
tangible is transferred in a transaction 
described in paragraph (g)(2)(ii)(C) of 
this section, the transfer is disregarded 
in determining— 

(1) Whether, with respect to so much 
of the intangible’s basis in the hands of 
the transferee as does not exceed its 
basis in the hands of the transferor, the 
intangible is an amortizable section 197 
intangible; and 

(2) The amount of the deduction 
under section 197 with respect to such 
basis. 

(B) Application of general rule. If the 
intangible described in paragraph 
(g)(2)(ii)(A) of this section was an am-
ortizable section 197 intangible in the 

hands of the transferor, the transferee 
will continue to amortize its adjusted 
basis, to the extent it does not exceed 
the transferor’s adjusted basis, ratably 
over the remainder of the transferor’s 
15-year amortization period. If the in-
tangible was not an amortizable sec-
tion 197 intangible in the hands of the 
transferor, the transferee’s adjusted 
basis, to the extent it does not exceed 
the transferor’s adjusted basis, cannot 
be amortized under section 197. In ei-
ther event, the intangible is treated, 
with respect to so much of its adjusted 
basis in the hands of the transferee as 
exceeds its adjusted basis in the hands 
of the transferor, in the same manner 
for purposes of section 197 as an intan-
gible acquired from the transferor in a 
transaction that is not described in 
paragraph (g)(2)(ii)(C) of this section. 
The rules of this paragraph (g)(2)(ii) 
also apply to any subsequent transfers 
of the intangible in a transaction de-
scribed in paragraph (g)(2)(ii)(C) of this 
section. 

(C) Transactions covered. The trans-
actions described in this paragraph 
(g)(2)(ii)(C) are— 

(1) Any transaction described in sec-
tion 332, 351, 361, 721, or 731; and 

(2) Any transaction between corpora-
tions that are members of the same 
consolidated group immediately after 
the transaction. 

(iii) Certain exchanged-basis property. 
This paragraph (g)(2)(iii) applies to 
property that is acquired in a trans-
action subject to section 1031 or 1033 
and is permitted to be acquired with-
out recognition of gain (replacement 
property). Replacement property is 
treated as if it were the property by 
reference to which its basis is deter-
mined (the predecessor property) in de-
termining whether, with respect to so 
much of its basis as does not exceed the 
basis of the predecessor property, the 
replacement property is an amortizable 
section 197 intangible and the amorti-
zation period under section 197 with re-
spect to such basis. Thus, if the prede-
cessor property was an amortizable 
section 197 intangible, the taxpayer 
will amortize the adjusted basis of the 
replacement property, to the extent it 
does not exceed the adjusted basis of 
the predecessor property, ratably over 
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the remainder of the 15-year amortiza-
tion period for the predecessor prop-
erty. If the predecessor property was 
not an amortizable section 197 intan-
gible, the adjusted basis of the replace-
ment property, to the extent it does 
not exceed the adjusted basis of the 
predecessor property, may not be am-
ortized under section 197. In either 
event, the replacement property is 
treated, with respect to so much of its 
adjusted basis as exceeds the adjusted 
basis of the predecessor property, in 
the same manner for purposes of sec-
tion 197 as property acquired from the 
transferor in a transaction that is not 
subject to section 1031 or 1033. 

(iv) Transfers under section 708(b)(1)— 
(A) In general. Paragraph (g)(2)(ii) of 
this section applies to transfers of sec-
tion 197 intangibles that occur or are 
deemed to occur by reason of the ter-
mination of a partnership under sec-
tion 708(b)(1). 

(B) Termination by sale or exchange of 
interest. In applying paragraph (g)(2)(ii) 
of this section to a partnership that is 
terminated pursuant to section 
708(b)(1)(B) (relating to deemed termi-
nations from the sale or exchange of an 
interest), the terminated partnership is 
treated as the transferor and the new 
partnership is treated as the transferee 
with respect to any section 197 intan-
gible held by the terminated partner-
ship immediately preceding the termi-
nation. (See paragraph (g)(3) of this 
section for the treatment of increases 
in the bases of property of the termi-
nated partnership under section 743(b).) 

(C) Other terminations. In applying 
paragraph (g)(2)(ii) of this section to a 
partnership that is terminated pursu-
ant to section 708(b)(1)(A) (relating to 
cessation of activities by a partner-
ship), the terminated partnership is 
treated as the transferor and the dis-
tributee partner is treated as the 
transferee with respect to any section 
197 intangible held by the terminated 
partnership immediately preceding the 
termination. 

(3) Increase in the basis of partnership 
property under section 732(b), 734(b), 
743(b), or 732(d). Any increase in the ad-
justed basis of a section 197 intangible 
under sections 732(b) or 732(d) (relating 
to a partner’s basis in property distrib-
uted by a partnership), section 734(b) 

(relating to the optional adjustment to 
the basis of undistributed partnership 
property after a distribution of prop-
erty to a partner), or section 743(b) (re-
lating to the optional adjustment to 
the basis of partnership property after 
transfer of a partnership interest) is 
treated as a separate section 197 intan-
gible. For purposes of determining the 
amortization period under section 197 
with respect to the basis increase, the 
intangible is treated as having been ac-
quired at the time of the transaction 
that causes the basis increase, except 
as provided in § 1.743–1(j)(4)(i)(B)(2). The 
provisions of paragraph (f)(2) of this 
section apply to the extent that the 
amount of the basis increase is deter-
mined by reference to contingent pay-
ments. For purposes of the effective 
date and anti-churning provisions 
(paragraphs (l)(1) and (h) of this sec-
tion) for a basis increase under section 
732(d), the intangible is treated as hav-
ing been acquired by the transferee 
partner at the time of the transfer of 
the partnership interest described in 
section 732(d). 

(4) Section 704(c) allocations—(i) Allo-
cations where the intangible is amortiz-
able by the contributor. To the extent 
that the intangible was an amortizable 
section 197 intangible in the hands of 
the contributing partner, a partnership 
may make allocations of amortization 
deductions with respect to the intan-
gible to all of its partners under any of 
the permissible methods described in 
the regulations under section 704(c). 
See § 1.704–3. 

(ii) Allocations where the intangible is 
not amortizable by the contributor. To 
the extent that the intangible was not 
an amortizable section 197 intangible 
in the hands of the contributing part-
ner, the intangible is not amortizable 
under section 197 by the partnership. 
However, if a partner contributes a sec-
tion 197 intangible to a partnership and 
the partnership adopts the remedial al-
location method for making section 
704(c) allocations of amortization de-
ductions, the partnership generally 
may make remedial allocations of am-
ortization deductions with respect to 
the contributed section 197 intangible 
in accordance with § 1.704–3(d). See 
paragraph (h)(12) of this section to de-
termine the application of the anti- 
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churning rules in the context of reme-
dial allocations. 

(5) Treatment of certain reinsurance 
transactions—(i) In general. Section 197 
applies to any insurance contract ac-
quired from another person through an 
assumption reinsurance transaction. 
For purposes of section 197, an assump-
tion reinsurance transaction is— 

(A) Any arrangement in which one 
insurance company (the reinsurer) be-
comes solely liable to policyholders on 
contracts transferred by another insur-
ance company (the ceding company); 
and 

(B) Any acquisition of an insurance 
contract that is treated as occurring 
by reason of an election under section 
338. 

(ii) Determination of adjusted basis— 
(A) Acquisitions (other than under section 
338) of specified insurance contracts. The 
amount taken into account for pur-
poses of section 197 as the adjusted 
basis of specified insurance contracts 
(as defined in section 848(e)(1)) acquired 
in an assumption reinsurance trans-
action that is not described in para-
graph (g)(5)(i)(B) of this section is 
equal to the excess of— 

(1) The amount paid or incurred (or 
treated as having been paid or in-
curred) by the reinsurer for the pur-
chase of the contracts (as determined 
under § 1.817–4(d)(2)); over 

(2) The amount of the specified policy 
acquisition expenses that are attrib-
utable to the reinsurer’s net positive 
consideration for the reinsurance 
agreement (as determined under § 1.848– 
2(f)(3)). 

(B) Insolvent ceding company. The re-
duction of the amount of specified pol-
icy acquisition expenses by the rein-
surer with respect to an assumption re-
insurance transaction with an insol-
vent ceding company where the ceding 
company and reinsurer have made a 
valid joint election under section 1.848– 
2(i)(4) is disregarded in determining the 
amount of specified policy acquisition 
expenses for purposes of this paragraph 
(g)(5)(ii). 

(C) Other acquisitions. [Reserved] 
(6) Amounts paid or incurred for a fran-

chise, trademark, or trade name. If an 
amount to which section 1253(d) (relat-
ing to the transfer, sale, or other dis-
position of a franchise, trademark, or 

trade name) applies is described in sec-
tion 1253(d)(1)(B) (relating to contin-
gent serial payments deductible under 
section 162), the amount is not included 
in the adjusted basis of the intangible 
for purposes of section 197. Any other 
amount, whether fixed or contingent, 
to which section 1253(d) applies is 
chargeable to capital account under 
section 1253(d)(2) and is amortizable 
only under section 197. 

(7) Amounts properly taken into ac-
count in determining the cost of property 
that is not a section 197 intangible. Sec-
tion 197 does not apply to an amount 
that is properly taken into account in 
determining the cost of property that 
is not a section 197 intangible. The en-
tire cost of acquiring the other prop-
erty is included in its basis and recov-
ered under other applicable Internal 
Revenue Code provisions. Thus, for ex-
ample, section 197 does not apply to the 
cost of an interest in computer soft-
ware to the extent such cost is in-
cluded, without being separately stat-
ed, in the cost of the hardware or other 
tangible property and is consistently 
treated as part of the cost of the hard-
ware or other tangible property. 

(8) Treatment of amortizable section 197 
intangibles as depreciable property. An 
amortizable section 197 intangible is 
treated as property of a character sub-
ject to the allowance for depreciation 
under section 167. Thus, for example, 
an amortizable section 197 intangible is 
not a capital asset for purposes of sec-
tion 1221, but if used in a trade or busi-
ness and held for more than one year, 
gain or loss on its disposition generally 
qualifies as section 1231 gain or loss. 
Also, an amortizable section 197 intan-
gible is section 1245 property and sec-
tion 1239 applies to any gain recognized 
upon its sale or exchange between re-
lated persons (as defined in section 
1239(b)). 

(h) Anti-churning rules—(1) Scope and 
purpose—(i) Scope. This paragraph (h) 
applies to section 197(f)(9) intangibles. 
For this purpose, section 197(f)(9) in-
tangibles are goodwill and going con-
cern value that was held or used at any 
time during the transition period and 
any other section 197 intangible that 
was held or used at any time during 
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the transition period and was not de-
preciable or amortizable under prior 
law. 

(ii) Purpose. To qualify as an amortiz-
able section 197 intangible, a section 
197 intangible must be acquired after 
the applicable date (July 25, 1991, if the 
acquiring taxpayer has made a valid 
retroactive election pursuant to § 1.197– 
1T; August 10, 1993, in all other cases). 
The purpose of the anti-churning rules 
of section 197(f)(9) and this paragraph 
(h) is to prevent the amortization of 
section 197(f)(9) intangibles unless they 
are transferred after the applicable ef-
fective date in a transaction giving rise 
to a significant change in ownership or 
use. (Special rules apply for purposes of 
determining whether transactions in-
volving partnerships give rise to a sig-
nificant change in ownership or use. 
See paragraph (h)(12) of this section.) 
The anti-churning rules are to be ap-
plied in a manner that carries out their 
purpose. 

(2) Treatment of section 197(f)(9) intan-
gibles. Except as otherwise provided in 
this paragraph (h), a section 197(f)(9) 
intangible acquired by a taxpayer after 
the applicable effective date does not 
qualify for amortization under section 
197 if— 

(i) The taxpayer or a related person 
held or used the intangible or an inter-
est therein at any time during the 
transition period; 

(ii) The taxpayer acquired the intan-
gible from a person that held the intan-
gible at any time during the transition 
period and, as part of the transaction, 
the user of the intangible does not 
change; or 

(iii) The taxpayer grants the right to 
use the intangible to a person that held 
or used the intangible at any time dur-
ing the transition period (or to a per-
son related to that person), but only if 
the transaction in which the taxpayer 
grants the right and the transaction in 
which the taxpayer acquired the intan-
gible are part of a series of related 
transactions. 

(3) Amounts deductible under section 
1253(d) or § 1.162–11. For purposes of this 
paragraph (h), deductions allowable 
under section 1253(d)(2) or pursuant to 
an election under section 1253(d)(3) (in 
either case as in effect prior to the en-
actment of section 197) and deductions 

allowable under § 1.162–11 are treated as 
deductions allowable for amortization 
under prior law. 

(4) Transition period. For purposes of 
this paragraph (h), the transition pe-
riod is July 25, 1991, if the acquiring 
taxpayer has made a valid retroactive 
election pursuant to § 1.197–1T and the 
period beginning on July 25, 1991, and 
ending on August 10, 1993, in all other 
cases. 

(5) Exceptions. The anti-churning 
rules of this paragraph (h) do not apply 
to— 

(i) The acquisition of a section 
197(f)(9) intangible if the acquiring tax-
payer’s basis in the intangible is deter-
mined under section 1014(a); or 

(ii) The acquisition of a section 
197(f)(9) intangible that was an amor-
tizable section 197 intangible in the 
hands of the seller (or transferor), but 
only if the acquisition transaction and 
the transaction in which the seller (or 
transferor) acquired the intangible or 
interest therein are not part of a series 
of related transactions. 

(6) Related person—(i) In general. Ex-
cept as otherwise provided in para-
graph (h)(6)(ii) of this section, a person 
is related to another person for pur-
poses of this paragraph (h) if— 

(A) The person bears a relationship 
to that person that would be specified 
in section 267(b) (determined without 
regard to section 267(e)) and, by substi-
tution, section 267(f)(1), if those sec-
tions were amended by substituting 20 
percent for 50 percent; or 

(B) The person bears a relationship to 
that person that would be specified in 
section 707(b)(1) if that section were 
amended by substituting 20 percent for 
50 percent; or 

(C) The persons are engaged in trades 
or businesses under common control 
(within the meaning of section 41(f)(1) 
(A) and (B)). 

(ii) Time for testing relationships. Ex-
cept as provided in paragraph (h)(6)(iii) 
of this section, a person is treated as 
related to another person for purposes 
of this paragraph (h) if the relationship 
exists— 

(A) In the case of a single trans-
action, immediately before or imme-
diately after the transaction in which 
the intangible is acquired; and 
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(B) In the case of a series of related 
transactions (or a series of trans-
actions that together comprise a quali-
fied stock purchase within the meaning 
of section 338(d)(3)), immediately be-
fore the earliest such transaction or 
immediately after the last such trans-
action. 

(iii) Certain relationships disregarded. 
In applying the rules in paragraph 
(h)(7) of this section, if a person ac-
quires an intangible in a series of re-
lated transactions in which the person 
acquires stock (meeting the require-
ments of section 1504(a)(2)) of a cor-
poration in a fully taxable transaction 
followed by a liquidation of the ac-
quired corporation under section 331, 
any relationship created as part of 
such series of transactions is dis-
regarded in determining whether any 
person is related to such acquired cor-
poration immediately after the last 
transaction. 

(iv) De minimis rule—(A) In general. 
Two corporations are not treated as re-
lated persons for purposes of this para-
graph (h) if— 

(1) The corporations would (but for 
the application of this paragraph 
(h)(6)(iv)) be treated as related persons 
solely by reason of substituting ‘‘more 
than 20 percent’’ for ‘‘more than 50 per-
cent’’ in section 267(f)(1)(A); and 

(2) The beneficial ownership interest 
of each corporation in the stock of the 
other corporation represents less than 
10 percent of the total combined voting 
power of all classes of stock entitled to 
vote and less than 10 percent of the 
total value of the shares of all classes 
of stock outstanding. 

(B) Determination of beneficial owner-
ship interest. For purposes of this para-
graph (h)(6)(iv), the beneficial owner-
ship interest of one corporation in the 
stock of another corporation is deter-
mined under the principles of section 
318(a), except that— 

(1) In applying section 318(a)(2)(C), 
the 50-percent limitation contained 
therein is not applied; and 

(2) Section 318(a)(3)(C) is applied by 
substituting ‘‘20 percent’’ for ‘‘50 per-
cent’’. 

(7) Special rules for entities that owned 
or used property at any time during the 
transition period and that are no longer 
in existence. A corporation, partnership, 

or trust that owned or used a section 
197 intangible at any time during the 
transition period and that is no longer 
in existence is deemed, for purposes of 
determining whether a taxpayer ac-
quiring the intangible is related to 
such entity, to be in existence at the 
time of the acquisition. 

(8) Special rules for section 338 deemed 
acquisitions. In the case of a qualified 
stock purchase that is treated as a 
deemed sale and purchase of assets pur-
suant to section 338, the corporation 
treated as purchasing assets as a result 
of an election thereunder (new target) 
is not considered the person that held 
or used the assets during any period in 
which the assets were held or used by 
the corporation treated as selling the 
assets (old target). Thus, for example, 
if a corporation (the purchasing cor-
poration) makes a qualified stock pur-
chase of the stock of another corpora-
tion after the transition period, new 
target will not be treated as the owner 
during the transition period of assets 
owned by old target during that period 
even if old target and new target are 
treated as the same corporation for 
certain other purposes of the Internal 
Revenue Code or old target and new 
target are the same corporation under 
the laws of the State or other jurisdic-
tion of its organization. However, the 
anti-churning rules of this paragraph 
(h) may nevertheless apply to a deemed 
asset purchase resulting from a section 
338 election if new target is related 
(within the meaning of paragraph (h)(6) 
of this section) to old target. 

(9) Gain-recognition exception—(i) Ap-
plicability. A section 197(f)(9) intangible 
qualifies for the gain-recognition ex-
ception if— 

(A) The taxpayer acquires the intan-
gible from a person that would not be 
related to the taxpayer but for the sub-
stitution of 20 percent for 50 percent 
under paragraph (h)(6)(i)(A) of this sec-
tion; and 

(B) That person (whether or not oth-
erwise subject to Federal income tax) 
elects to recognize gain on the disposi-
tion of the intangible and agrees, not-
withstanding any other provision of 
law or treaty, to pay for the taxable 
year in which the disposition occurs an 
amount of tax on the gain that, when 
added to any other Federal income tax 
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on such gain, equals the gain on the 
disposition multiplied by the highest 
marginal rate of tax for that taxable 
year. 

(ii) Effect of exception. The anti- 
churning rules of this paragraph (h) 
apply to a section 197(f)(9) intangible 
that qualifies for the gain-recognition 
exception only to the extent the ac-
quiring taxpayer’s basis in the intan-
gible exceeds the gain recognized by 
the transferor. 

(iii) Time and manner of election. The 
election described in this paragraph 
(h)(9) must be made by the due date 
(including extensions of time) of the 
electing taxpayer’s Federal income tax 
return for the taxable year in which 
the disposition occurs. The election is 
made by attaching an election state-
ment satisfying the requirements of 
paragraph (h)(9)(viii) of this section to 
the electing taxpayer’s original or 
amended income tax return for that 
taxable year (or by filing the state-
ment as a return for the taxable year 
under paragraph (h)(9)(xi) of this sec-
tion). In addition, the taxpayer must 
satisfy the notification requirements of 
paragraph (h)(9)(vi) of this section. The 
election is binding on the taxpayer and 
all parties whose Federal tax liability 
is affected by the election. 

(iv) Special rules for certain entities. In 
the case of a partnership, S corpora-
tion, estate or trust, the election under 
this paragraph (h)(9) is made by the en-
tity rather than by its owners or bene-
ficiaries. If a partnership or S corpora-
tion makes an election under this para-
graph (h)(9) with respect to the disposi-
tion of a section 197(f)(9) intangible, 
each of its partners or shareholders is 
required to pay a tax determined in the 
manner described in paragraph 
(h)(9)(i)(B) of this section on the 
amount of gain that is properly allo-
cable to such partner or shareholder 
with respect to the disposition. 

(v) Effect of nonconforming elections. 
An attempted election that does not 
substantially comply with each of the 
requirements of this paragraph (h)(9) is 
disregarded in determining whether a 
section 197(f)(9) intangible qualifies for 
the gain-recognition exception. 

(vi) Notification requirements. A tax-
payer making an election under this 
paragraph (h)(9) with respect to the 

disposition of a section 197(f)(9) intan-
gible must provide written notification 
of the election on or before the due 
date of the return on which the elec-
tion is made to the person acquiring 
the section 197 intangible. In addition, 
a partnership or S corporation making 
an election under this paragraph (h)(9) 
must attach to the Schedule K–1 fur-
nished to each partner or shareholder a 
written statement containing all infor-
mation necessary to determine the re-
cipient’s additional tax liability under 
this paragraph (h)(9). 

(vii) Revocation. An election under 
this paragraph (h)(9) may be revoked 
only with the consent of the Commis-
sioner. 

(viii) Election Statement. An election 
statement satisfies the requirements of 
this paragraph (h)(9)(viii) if it is in 
writing and contains the information 
listed below. The required information 
should be arranged and identified in ac-
cordance with the following order and 
numbering system: 

(A) The name and address of the 
electing taxpayer. 

(B) Except in the case of a taxpayer 
that is not otherwise subject to Fed-
eral income tax, the taxpayer identi-
fication number (TIN) of the electing 
taxpayer. 

(C) A statement that the taxpayer is 
making the election under section 
197(f)(9)(B). 

(D) Identification of the transaction 
and each person that is a party to the 
transaction or whose tax return is af-
fected by the election (including, ex-
cept in the case of persons not other-
wise subject to Federal income tax, the 
TIN of each such person). 

(E) The calculation of the gain real-
ized, the applicable rate of tax, and the 
amount of the taxpayer’s additional 
tax liability under this paragraph 
(h)(9). 

(F) The signature of the taxpayer or 
an individual authorized to sign the 
taxpayer’s Federal income tax return. 

(ix) Determination of highest marginal 
rate of tax and amount of other Federal 
income tax on gain—(A) Marginal rate. 
The following rules apply for purposes 
of determining the highest marginal 
rate of tax applicable to an electing 
taxpayer: 
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(1) Noncorporate taxpayers. In the case 
of an individual, estate, or trust, the 
highest marginal rate of tax is the 
highest marginal rate of tax in effect 
under section 1, determined without re-
gard to section 1(h). 

(2) Corporations and tax-exempt enti-
ties. In the case of a corporation or an 
entity that is exempt from tax under 
section 501(a), the highest marginal 
rate of tax is the highest marginal rate 
of tax in effect under section 11, deter-
mined without regard to any rate that 
is added to the otherwise applicable 
rate in order to offset the effect of the 
graduated rate schedule. 

(B) Other Federal income tax on gain. 
The amount of Federal income tax 
(other than the tax determined under 
this paragraph (h)(9)) imposed on any 
gain is the lesser of— 

(1) The amount by which the tax-
payer’s Federal income tax liability 
(determined without regard to this 
paragraph (h)(9)) would be reduced if 
the amount of such gain were not 
taken into account; or 

(2) The amount of the gain multiplied 
by the highest marginal rate of tax for 
the taxable year. 

(x) Coordination with other provisions— 
(A) In general. The amount of gain sub-
ject to the tax determined under this 
paragraph (h)(9) is not reduced by any 
net operating loss deduction under sec-
tion 172(a), any capital loss under sec-
tion 1212, or any other similar loss or 
deduction. In addition, the amount of 
tax determined under this paragraph 
(h)(9) is not reduced by any credit of 
the taxpayer. In computing the amount 
of any net operating loss, capital loss, 
or other similar loss or deduction, or 
any credit that may be carried to any 
taxable year, any gain subject to the 
tax determined under this paragraph 
(h)(9) and any tax paid under this para-
graph (h)(9) is not taken into account. 

(B) Section 1374. No provision of para-
graph (h)(9)(iv) of this section pre-
cludes the application of section 1374 
(relating to a tax on certain built-in 
gains of S corporations) to any gain 
with respect to which an election under 
this paragraph (h)(9) is made. In addi-
tion, neither paragraph (h)(9)(iv) nor 
paragraph (h)(9)(x)(A) of this section 
precludes a taxpayer from applying the 
provisions of section 1366(f)(2) (relating 

to treatment of the tax imposed by sec-
tion 1374 as a loss sustained by the S 
corporation) in determining the 
amount of tax payable under paragraph 
(h)(9) of this section. 

(C) Procedural and administrative pro-
visions. For purposes of subtitle F, the 
amount determined under this para-
graph (h)(9) is treated as a tax imposed 
by section 1 or 11, as appropriate. 

(D) Installment method. The gain sub-
ject to the tax determined under para-
graph (h)(9)(i) of this section may not 
be reported under the method described 
in section 453(a). Any such gain that 
would, but for the application of this 
paragraph (h)(9)(x)(D), be taken into 
account under section 453(a) shall be 
taken into account in the same manner 
as if an election under section 453(d) 
(relating to the election not to apply 
section 453(a)) had been made. 

(xi) Special rules for persons not other-
wise subject to Federal income tax. If the 
person making the election under this 
paragraph (h)(9) with respect to a dis-
position is not otherwise subject to 
Federal income tax, the election state-
ment satisfying the requirements of 
paragraph (h)(9)(viii) of this section 
must be filed with the Philadelphia 
Service Center. For purposes of this 
paragraph (h)(9) and subtitle F, the 
statement is treated as an income tax 
return for the calendar year in which 
the disposition occurs and as a return 
due on or before March 15 of the fol-
lowing year. 

(10) Transactions subject to both anti- 
churning and nonrecognition rules. If a 
person acquires a section 197(f)(9) in-
tangible in a transaction described in 
paragraph (g)(2) of this section from a 
person in whose hands the intangible 
was an amortizable section 197 intan-
gible, and immediately after the trans-
action (or series of transactions de-
scribed in paragraph (h)(6)(ii)(B) of this 
section) in which such intangible is ac-
quired, the person acquiring the sec-
tion 197(f)(9) intangible is related to 
any person described in paragraph 
(h)(2) of this section, the intangible is, 
notwithstanding its treatment under 
paragraph (g)(2) of this section, treated 
as an amortizable section 197 intan-
gible only to the extent permitted 
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under this paragraph (h). (See, for ex-
ample, paragraph (h)(5)(ii) of this sec-
tion.) 

(11) Avoidance purpose. A section 
197(f)(9) intangible acquired by a tax-
payer after the applicable effective 
date does not qualify for amortization 
under section 197 if one of the principal 
purposes of the transaction in which it 
is acquired is to avoid the operation of 
the anti-churning rules of section 
197(f)(9) and this paragraph (h). A 
transaction will be presumed to have a 
principal purpose of avoidance if it 
does not effect a significant change in 
the ownership or use of the intangible. 
Thus, for example, if section 197(f)(9) 
intangibles are acquired in a trans-
action (or series of related trans-
actions) in which an option to acquire 
stock is issued to a party to the trans-
action, but the option is not treated as 
having been exercised for purposes of 
paragraph (h)(6) of this section, this 
paragraph (h)(11) may apply to the 
transaction. 

(12) Additional partnership anti-churn-
ing rules—(i) In general. In determining 
whether the anti-churning rules of this 
paragraph (h) apply to any increase in 
the basis of a section 197(f)(9) intan-
gible under section 732(b), 732(d), 734(b), 
or 743(b), the determinations are made 
at the partner level and each partner is 
treated as having owned and used the 
partner’s proportionate share of part-
nership property. In determining 
whether the anti-churning rules of this 
paragraph (h) apply to any transaction 
under another section of the Internal 
Revenue Code, the determinations are 
made at the partnership level, unless 
under § 1.701–2(e) the Commissioner de-
termines that the partner level is more 
appropriate. 

(ii) Section 732(b) adjustments—(A) In 
general. The anti-churning rules of this 
paragraph (h) apply to any increase in 
the adjusted basis of a section 197(f)(9) 
intangible under section 732(b) to the 
extent that the basis increase exceeds 
the total unrealized appreciation from 
the intangible allocable to— 

(1) Partners other than the dis-
tributee partner or persons related to 
the distributee partner; 

(2) The distributee partner and per-
sons related to the distributee partner 
if the distributed intangible is a sec-

tion 197(f)(9) intangible acquired by the 
partnership on or before August 10, 
1993, to the extent that— 

(i) The distributee partner and re-
lated persons acquired an interest or 
interests in the partnership after Au-
gust 10, 1993; 

(ii) Such interest or interests were 
held after August 10, 1993, by a person 
or persons other than either the dis-
tributee partner or persons who were 
related to the distributee partner; and 

(iii) The acquisition of such interest 
or interests by such person or persons 
was not part of a transaction or series 
of related transactions in which the 
distributee partner (or persons related 
to the distributee partner) subse-
quently acquired such interest or inter-
ests; and 

(3) The distributee partner and per-
sons related to the distributee partner 
if the distributed intangible is a sec-
tion 197(f)(9) intangible acquired by the 
partnership after August 10, 1993, that 
is not amortizable with respect to the 
partnership, to the extent that— 

(i) The distributee partner and per-
sons related to the distributee partner 
acquired an interest or interests in the 
partnership after the partnership ac-
quired the distributed intangible; 

(ii) Such interest or interests were 
held after the partnership acquired the 
distributed intangible, by a person or 
persons other than either the dis-
tributee partner or persons who were 
related to the distributee partner; and 

(iii) The acquisition of such interest 
or interests by such person or persons 
was not part of a transaction or series 
of related transactions in which the 
distributee partner (or persons related 
to the distributee partner) subse-
quently acquired such interest or inter-
ests. 

(B) Effect of retroactive elections. For 
purposes of paragraph (h)(12)(ii)(A) of 
this section, references to August 10, 
1993, are treated as references to July 
25, 1991, if the relevant party made a 
valid retroactive election under § 1.197– 
1T. 

(C) Intangible still subject to anti- 
churning rules. Notwithstanding para-
graph (h)(12)(ii) of this section, in ap-
plying the provisions of this paragraph 
(h) with respect to subsequent trans-
fers, the distributed intangible remains 
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subject to the provisions of this para-
graph (h) in proportion to a fraction 
(determined at the time of the dis-
tribution), as follows— 

(1) The numerator of which is equal 
to the sum of— 

(i) The amount of the distributed in-
tangible’s basis that is nonamortizable 
under paragraph (g)(2)(ii)(B) of this sec-
tion; and 

(ii) The total unrealized appreciation 
inherent in the intangible reduced by 
the amount of the increase in the ad-
justed basis of the distributed intan-
gible under section 732(b) to which the 
anti-churning rules do not apply; and 

(2) The denominator of which is the 
fair market value of such intangible. 

(D) Partner’s allocable share of unreal-
ized appreciation from the intangible. The 
amount of unrealized appreciation 
from an intangible that is allocable to 
a partner is the amount of taxable gain 
that would have been allocated to that 
partner if the partnership had sold the 
intangible immediately before the dis-
tribution for its fair market value in a 
fully taxable transaction. 

(E) Acquisition of partnership interest 
by contribution. Solely for purposes of 
paragraphs (h)(12)(ii)(A)(2) and (3) of 
this section, a partner who acquires an 
interest in a partnership in exchange 
for a contribution of property to the 
partnership is deemed to acquire a pro 
rata portion of that interest in the 
partnership from each person who is a 
partner in the partnership at the time 
of the contribution based on each part-
ner’s respective proportionate interest 
in the partnership. 

(iii) Section 732(d) adjustments. The 
anti-churning rules of this paragraph 
(h) do not apply to an increase in the 
basis of a section 197(f)(9) intangible 
under section 732(d) if, had an election 
been in effect under section 754 at the 
time of the transfer of the partnership 
interest, the distributee partner would 
have been able to amortize the basis 
adjustment made pursuant to section 
743(b). 

(iv) Section 734(b) adjustments—(A) In 
general. The anti-churning rules of this 
paragraph (h) do not apply to a con-
tinuing partner’s share of an increase 
in the basis of a section 197(f)(9) intan-
gible held by a partnership under sec-

tion 734(b) to the extent that the con-
tinuing partner is an eligible partner. 

(B) Eligible partner. For purposes of 
this paragraph (h)(12)(iv), eligible part-
ner means— 

(1) A continuing partner that is not 
the distributee partner or a person re-
lated to the distributee partner; 

(2) A continuing partner that is the 
distributee partner or a person related 
to the distributee partner, with respect 
to any section 197(f)(9) intangible ac-
quired by the partnership on or before 
August 10, 1993, to the extent that— 

(i) The distributee partner’s interest 
in the partnership was acquired after 
August 10, 1993; 

(ii) Such interest was held after Au-
gust 10, 1993 by a person or persons who 
were not related to the distributee 
partner; and 

(iii) The acquisition of such interest 
by such person or persons was not part 
of a transaction or series of related 
transactions in which the distributee 
partner or persons related to the dis-
tributee partner subsequently acquired 
such interest; or 

(3) A continuing partner that is the 
distributee partner or a person related 
to the distributee partner, with respect 
to any section 197(f)(9) intangible ac-
quired by the partnership after August 
10, 1993, that is not amortizable with 
respect to the partnership, to the ex-
tent that— 

(i) The distributee partner’s interest 
in the partnership was acquired after 
the partnership acquired the relevant 
intangible; 

(ii) Such interest was held after the 
partnership acquired the relevant in-
tangible by a person or persons who 
were not related to the distributee 
partner; and 

(iii) The acquisition of such interest 
by such person or persons was not part 
of a transaction or series of related 
transactions in which the distributee 
partner or persons related to the dis-
tributee partner subsequently acquired 
such interest. 

(C) Effect of retroactive elections. For 
purposes of paragraph (h)(12)(iv)(A) of 
this section, references to August 10, 
1993, are treated as references to July 
25, 1991, if the distributee partner made 
a valid retroactive election under 
§ 1.197–1T. 
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(D) Partner’s share of basis increase— 
(1) In general. Except as provided in 
paragraph (h)(12)(iv)(D)(2) of this sec-
tion, for purposes of this paragraph 
(h)(12)(iv), a continuing partner’s share 
of a basis increase under section 734(b) 
is equal to— 

(i) The total basis increase allocable 
to the intangible; multiplied by 

(ii) A fraction the numerator of 
which is the amount of the continuing 
partner’s post-distribution capital ac-
count (determined immediately after 
the distribution in accordance with the 
capital accounting rules of § 1.704– 
1(b)(2)(iv)), and the denominator of 
which is the total amount of the post- 
distribution capital accounts (deter-
mined immediately after the distribu-
tion in accordance with the capital ac-
counting rules of § 1.704–1(b)(2)(iv)) of 
all continuing partners. 

(2) Exception where partnership does 
not maintain capital accounts. If a part-
nership does not maintain capital ac-
counts in accordance with § 1.704– 
1(b)(2)(iv), then for purposes of this 
paragraph (h)(12)(iv), a continuing 
partner’s share of a basis increase is 
equal to— 

(i) The total basis increase allocable 
to the intangible; multiplied by 

(ii) The partner’s overall interest in 
the partnership as determined under 
§ 1.704–1(b)(3) immediately after the dis-
tribution. 

(E) Interests acquired by contribution— 
(1) Application of paragraphs 
(h)(12)(iv)(B) (2) and (3) of this section. 
Solely for purposes of paragraphs 
(h)(12)(iv)(B)(2) and (3) of this section, a 
partner who acquires an interest in a 
partnership in exchange for a contribu-
tion of property to the partnership is 
deemed to acquire a pro rata portion of 
that interest in the partnership from 
each person who is a partner in the 
partnership at the time of the con-
tribution based on each such partner’s 
proportionate interest in the partner-
ship. 

(2) Special rule with respect to para-
graph (h)(12)(iv)(B)(1) of this section. 
Solely for purposes of paragraph 
(h)(12)(iv)(B)(1) of this section, if a dis-
tribution that gives rise to an increase 
in the basis under section 734(b) of a 
section 197(f)(9) intangible held by the 
partnership is undertaken as part of a 

series of related transactions that in-
clude a contribution of the intangible 
to the partnership by a continuing 
partner, the continuing partner is 
treated as related to the distributee 
partner in analyzing the basis adjust-
ment with respect to the contributed 
section 197(f)(9) intangible. 

(F) Effect of section 734(b) adjustments 
on partners’ capital accounts. If one or 
more partners are subject to the anti- 
churning rules under this paragraph (h) 
with respect to a section 734(b) adjust-
ment allocable to an intangible asset, 
taxpayers may use any reasonable 
method to determine amortization of 
the asset for book purposes, provided 
that the method used does not con-
travene the purposes of the anti-churn-
ing rules under section 197 and this 
paragraph (h). A method will be consid-
ered to contravene the purposes of the 
anti-churning rules if the effect of the 
book adjustments resulting from the 
method is such that any portion of the 
tax deduction for amortization attrib-
utable to the section 734 adjustment is 
allocated, directly or indirectly, to a 
partner who is subject to the anti- 
churning rules with respect to such ad-
justment. 

(v) Section 743(b) adjustments—(A) 
General rule. The anti-churning rules of 
this paragraph (h) do not apply to an 
increase in the basis of a section 197 in-
tangible under section 743(b) if the per-
son acquiring the partnership interest 
is not related to the person transfer-
ring the partnership interest. In addi-
tion, the anti-churning rules of this 
paragraph (h) do not apply to an in-
crease in the basis of a section 197 in-
tangible under section 743(b) to the ex-
tent that— 

(1) The partnership interest being 
transferred was acquired after August 
10, 1993, provided— 

(i) The section 197(f)(9) intangible was 
acquired by the partnership on or be-
fore August 10, 1993; 

(ii) The partnership interest being 
transferred was held after August 10, 
1993, by a person or persons (the post- 
1993 person or persons) other than the 
person transferring the partnership in-
terest or persons who were related to 
the person transferring the partnership 
interest; and 
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(iii) The acquisition of such interest 
by the post-1993 person or persons was 
not part of a transaction or series of 
related transactions in which the per-
son transferring the partnership inter-
est or persons related to the person 
transferring the partnership interest 
acquired such interest; or 

(2) The partnership interest being 
transferred was acquired after the part-
nership acquired the section 197(f)(9) 
intangible, provided— 

(i) The section 197(f)(9) intangible was 
acquired by the partnership after Au-
gust 10, 1993, and is not amortizable 
with respect to the partnership; 

(ii) The partnership interest being 
transferred was held after the partner-
ship acquired the section 197(f)(9) in-
tangible by a person or persons (the 
post-contribution person or persons) 
other than the person transferring the 
partnership interest or persons who 
were related to the person transferring 
the partnership interest; and 

(iii) The acquisition of such interest 
by the post-contribution person or per-
sons was not part of a transaction or 
series of related transactions in which 
the person transferring the partnership 
interest or persons related to the per-
son transferring the partnership inter-
est acquired such interest. 

(B) Acquisition of partnership interest 
by contribution. Solely for purposes of 
paragraph (h)(12)(v)(A) (1) and (2) of 
this section, a partner who acquires an 
interest in a partnership in exchange 
for a contribution of property to the 
partnership is deemed to acquire a pro 
rata portion of that interest in the 
partnership from each person who is a 
partner in the partnership at the time 
of the contribution based on each such 
partner’s proportionate interest in the 
partnership. 

(C) Effect of retroactive elections. For 
purposes of paragraph (h)(12)(v)(A) of 
this section, references to August 10, 
1993, are treated as references to July 
25, 1991, if the transferee partner made 
a valid retroactive election under 
§ 1.197–1T. 

(vi) Partner is or becomes a user of 
partnership intangible—(A) General rule. 
If, as part of a series of related trans-
actions that includes a transaction de-
scribed in paragraph (h)(12)(ii), (iii), 
(iv), or (v) of this section, an anti- 

churning partner or related person 
(other than the partnership) becomes 
(or remains) a direct user of an intan-
gible that is treated as transferred in 
the transaction (as a result of the part-
ners being treated as having owned 
their proportionate share of partner-
ship assets), the anti-churning rules of 
this paragraph (h) apply to the propor-
tionate share of such intangible that is 
treated as transferred by such anti- 
churning partner, notwithstanding the 
application of paragraph (h)(12)(ii), 
(iii), (iv), or (v) of this section. 

(B) Anti-churning partner. For pur-
poses of this paragraph (h)(12)(vi), anti- 
churning partner means— 

(1) With respect to all intangibles 
held by a partnership on or before Au-
gust 10, 1993, any partner, but only to 
the extent that 

(i) The partner’s interest in the part-
nership was acquired on or before Au-
gust 10, 1993, or 

(ii) The interest was acquired from a 
person related to the partner on or 
after August 10, 1993, and such interest 
was not held by any person other than 
persons related to such partner at any 
time after August 10, 1993 (dis-
regarding, for this purpose, a person’s 
holding of an interest if the acquisition 
of such interest was part of a trans-
action or series of related transactions 
in which the partner or persons related 
to the partner subsequently acquired 
such interest), 

(2) With respect to any section 
197(f)(9) intangible acquired by a part-
nership after August 10, 1993, that is 
not amortizable with respect to the 
partnership, any partner, but only to 
the extent that 

(i) The partner’s interest in the part-
nership was acquired on or before the 
date the partnership acquired the sec-
tion 197(f)(9) intangible, or 

(ii) The interest was acquired from a 
person related to the partner on or 
after the date the partnership acquired 
the section 197(f)(9) intangible, and 
such interest was not held by any per-
son other than persons related to such 
partner at any time after the date the 
partnership acquired the section 
197(f)(9) intangible (disregarding, for 
this purpose, a person’s holding of an 
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interest if the acquisition of such in-
terest was part of a transaction or se-
ries of related transactions in which 
the partner or persons related to the 
partner subsequently acquired such in-
terest). 

(C) Effect of retroactive elections. For 
purposes of paragraph (h)(12)(vi)(B) of 
this section, references to August 10, 
1993, are treated as references to July 
25, 1991, if the relevant party made a 
valid retroactive election under § 1.197– 
1T. 

(vii) Section 704(c) allocations—(A) Al-
locations where the intangible is amortiz-
able by the contributor. The anti-churn-
ing rules of this paragraph (h) do not 
apply to the curative or remedial allo-
cations of amortization with respect to 
a section 197(f)(9) intangible if the in-
tangible was an amortizable section 197 
intangible in the hands of the contrib-
uting partner (unless paragraph (h)(10) 
of this section applies so as to cause 
the intangible to cease to be an amor-
tizable section 197 intangible in the 
hands of the partnership). 

(B) Allocations where the intangible is 
not amortizable by the contributor. If a 
section 197(f)(9) intangible was not an 
amortizable section 197 intangible in 
the hands of the contributing partner, 
a non-contributing partner generally 
may receive remedial allocations of 
amortization under section 704(c) that 
are deductible for Federal income tax 
purposes. However, such a partner may 
not receive remedial allocations of am-
ortization under section 704(c) if that 
partner is related to the partner that 
contributed the intangible or if, as part 
of a series of related transactions that 
includes the contribution of the section 
197(f)(9) intangible to the partnership, 
the contributing partner or related per-
son (other than the partnership) be-
comes (or remains) a direct user of the 
contributed intangible. Taxpayers may 
use any reasonable method to deter-
mine amortization of the asset for 
book purposes, provided that the meth-
od used does not contravene the pur-
poses of the anti-churning rules under 
section 197 and this paragraph (h). A 
method will be considered to con-
travene the purposes of the anti-churn-
ing rules if the effect of the book ad-
justments resulting from the method is 
such that any portion of the tax deduc-

tion for amortization attributable to 
section 704(c) is allocated, directly or 
indirectly, to a partner who is subject 
to the anti-churning rules with respect 
to such adjustment. 

(viii) Operating rule for transfers upon 
death. For purposes of this paragraph 
(h)(12), if the basis of a partner’s inter-
est in a partnership is determined 
under section 1014(a), such partner is 
treated as acquiring such interest from 
a person who is not related to such 
partner, and such interest is treated as 
having previously been held by a per-
son who is not related to such partner. 

(i) [Reserved] 
(j) General anti-abuse rule. The Com-

missioner will interpret and apply the 
rules in this section as necessary and 
appropriate to prevent avoidance of the 
purposes of section 197. If one of the 
principal purposes of a transaction is 
to achieve a tax result that is incon-
sistent with the purposes of section 197, 
the Commissioner will recast the 
transaction for Federal tax purposes as 
appropriate to achieve tax results that 
are consistent with the purposes of sec-
tion 197, in light of the applicable stat-
utory and regulatory provisions and 
the pertinent facts and circumstances. 

(k) Examples.The following examples 
illustrate the application of this sec-
tion: 

Example 1. Advertising costs. (i) Q manufac-
tures and sells consumer products through a 
series of wholesalers and distributors. In 
order to increase sales of its products by en-
couraging consumer loyalty to its products 
and to enhance the value of the goodwill, 
trademarks, and trade names of the business, 
Q advertises its products to the consuming 
public. It regularly incurs costs to develop 
radio, television, and print advertisements. 
These costs generally consist of employee 
costs and amounts paid to independent ad-
vertising agencies. Q also incurs costs to run 
these advertisements in the various media 
for which they were developed. 

(ii) The advertising costs are not charge-
able to capital account under paragraph 
(f)(3) of this section (relating to costs in-
curred for covenants not to compete, rights 
granted by governmental units, and con-
tracts for the use of section 197 intangibles) 
and are currently deductible as ordinary and 
necessary expenses under section 162. Ac-
cordingly, under paragraph (a)(3) of this sec-
tion, section 197 does not apply to these 
costs. 

Example 2. Computer software. (i) X pur-
chases all of the assets of an existing trade 
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or business from Y. One of the assets ac-
quired is all of Y’s rights in certain com-
puter software previously used by Y under 
the terms of a nonexclusive license from the 
software developer. The software was devel-
oped for use by manufacturers to maintain a 
comprehensive accounting system, including 
general and subsidiary ledgers, payroll, ac-
counts receivable and payable, cash receipts 
and disbursements, fixed asset accounting, 
and inventory cost accounting and controls. 
The developer modified the software for use 
by Y at a cost of $1,000 and Y made addi-
tional modifications at a cost of $500. The de-
veloper does not maintain wholesale or re-
tail outlets but markets the software di-
rectly to ultimate users. Y’s license of the 
software is limited to an entity that is ac-
tively engaged in business as a manufac-
turer. 

(ii) Notwithstanding these limitations, the 
software is considered to be readily available 
to the general public for purposes of para-
graph (c)(4)(i) of this section. In addition, the 
software is not substantially modified be-
cause the cost of the modifications by the 
developer and Y to the version of the soft-
ware that is readily available to the general 
public does not exceed $2,000. Accordingly, 
the software is not a section 197 intangible. 

Example 3. Acquisition of software for inter-
nal use. (i) B, the owner and operator of a 
worldwide package-delivery service, pur-
chases from S all rights to software devel-
oped by S. The software will be used by B for 
the sole purpose of improving its package- 
tracking operations. B does not purchase any 
other assets in the transaction or any re-
lated transaction. 

(ii) Because B acquired the software solely 
for internal use, it is disregarded in deter-
mining for purposes of paragraph (c)(4)(ii) of 
this section whether the assets acquired in 
the transaction or series of related trans-
actions constitute a trade or business or sub-
stantial portion thereof. Since no other as-
sets were acquired, the software is not ac-
quired as part of a purchase of a trade or 
business and under paragraph (c)(4)(ii) of this 
section is not a section 197 intangible. 

Example 4. Governmental rights of fixed dura-
tion. (i) City M operates a municipal water 
system. In order to induce X to locate a new 
manufacturing business in the city, M grants 
X the right to purchase water for 16 years at 
a specified price. 

(ii) The right granted by M is a right to re-
ceive tangible property or services described 
in section 197(e)(4)(B) and paragraph (c)(6) of 
this section and, thus, is not a section 197 in-
tangible. This exclusion applies even though 
the right does not qualify for exclusion as a 
right of fixed duration or amount under sec-
tion 197(e)(4)(D) and paragraph (c)(13) of this 
section because the duration exceeds 15 years 
and the right is not fixed as to amount. It is 
also immaterial that the right would not 

qualify for exclusion as a self-created intan-
gible under section 197(c)(2) and paragraph 
(d)(2) of this section because it is granted by 
a governmental unit. 

Example 5. Separate acquisition of franchise. 
(i) S is a franchiser of retail outlets for spe-
cialty coffees. G enters into a franchise 
agreement (within the meaning of section 
1253(b)(1)) with S pursuant to which G is per-
mitted to acquire and operate a store using 
the S trademark and trade name at the loca-
tion specified in the agreement. G agrees to 
pay S $100,000 upon execution of the agree-
ment and also agrees to pay, throughout the 
term of the franchise, additional amounts 
that are deductible under section 1253(d)(1). 
The agreement contains detailed specifica-
tions for the construction and operation of 
the business, but G is not required to pur-
chase from S any of the materials necessary 
to construct the improvements at the loca-
tion specified in the franchise agreement. 

(ii) The franchise is a section 197 intangible 
within the meaning of paragraph (b)(10) of 
this section. The franchise does not qualify 
for the exclusion relating to self-created in-
tangibles described in section 197(c)(2) and 
paragraph (d)(2) of this section because the 
franchise is described in section 197(d)(1)(F). 
In addition, because the acquisition of the 
franchise constitutes the acquisition of an 
interest in a trade or business or a substan-
tial portion thereof, the franchise may not 
be excluded under section 197(e)(4). Thus, the 
franchise is an amortizable section 197 intan-
gible, the basis of which must be recovered 
over a 15-year period. However, the amounts 
that are deductible under section 1253(d)(1) 
are not subject to the provisions of section 
197 by reason of section 197(f)(4)(C) and para-
graph (b)(10)(ii) of this section. 

Example 6. Acquisition and amortization of 
covenant not to compete. (i) As part of the ac-
quisition of a trade or business from C, B and 
C enter into an agreement containing a cov-
enant not to compete. Under this agreement, 
C agrees that it will not compete with the 
business acquired by B within a prescribed 
geographical territory for a period of three 
years after the date on which the business is 
sold to B. In exchange for this agreement, B 
agrees to pay C $90,000 per year for each year 
in the term of the agreement. The agreement 
further provides that, in the event of a 
breach by C of his obligations under the 
agreement, B may terminate the agreement, 
cease making any of the payments due there-
after, and pursue any other legal or equi-
table remedies available under applicable 
law. The amounts payable to C under the 
agreement are not contingent payments for 
purposes of § 1.1275–4. The present fair mar-
ket value of B’s rights under the agreement 
is $225,000. The aggregate consideration paid 
excluding any amount treated as interest or 
original issue discount under applicable pro-
visions of the Internal Revenue Code, for all 
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assets acquired in the transaction (including 
the covenant not to compete) exceeds the 
sum of the amount of Class I assets and the 
aggregate fair market value of all Class II, 
Class III, Class IV, Class V, and Class VI as-
sets by $50,000. See § 1.338–6(b) for rules for 
determining the assets in each class. 

(ii) Because the covenant is acquired in an 
applicable asset acquisition (within the 
meaning of section 1060(c)), paragraph 
(f)(4)(ii) of this section applies and the basis 
of B in the covenant is determined pursuant 
to section 1060(a) and the regulations there-
under. Under §§ 1.1060–1(c)(2) and 1.338–6(c)(1), 
B’s basis in the covenant cannot exceed its 
fair market value. Thus, B’s basis in the cov-
enant immediately after the acquisition is 
$225,000. This basis is amortized ratably over 
the 15-year period beginning on the first day 
of the month in which the agreement is en-
tered into. All of the remaining consider-
ation after allocation to the convenant and 
other Class VI assets ($50,000) is allocated to 
Class VII assets (goodwill and going concern 
value). See §§ 1.1060–1(c)(2) and 1.338–6(b). 

Example 7. Stand-alone license of technology. 
(i) X is a manufacturer of consumer goods 
that does business throughout the world 
through subsidiary corporations organized 
under the laws of each country in which 
business is conducted. X licenses to Y, its 
subsidiary organized and conducting busi-
ness in Country K, all of the patents, for-
mulas, designs, and know-how necessary for 
Y to manufacture the same products that X 
manufactures in the United States. Assume 
that the license is not considered a sale or 
exchange under the principles of section 1235. 
The license is for a term of 18 years, and 
there are no facts to indicate that the li-
cense does not have a fixed duration. Y 
agrees to pay X a royalty equal to a speci-
fied, fixed percentage of the revenues ob-
tained from selling products manufactured 
using the licensed technology. Assume that 
the royalty is reasonable and is not subject 
to adjustment under section 482. The license 
is not entered into in connection with any 
other transaction. Y incurs capitalized costs 
in connection with entering into the license. 

(ii) The license is a contract for the use of 
a section 197 intangible within the meaning 
of paragraph (b)(11) of this section. It does 
not qualify for the exception in section 
197(e)(4)(D) and paragraph (c)(13) of this sec-
tion (relating to rights of fixed duration or 
amount because it does not have a term of 
less than 15 years, and the other exceptions 
in section 197(e) and paragraph (c) of this 
section are also inapplicable. Accordingly, 
the license is a section 197 intangible. 

(iii) The license is not acquired as part of 
a purchase of a trade or business. Thus, 
under paragraph (f)(3)(iii) of this section, the 
license will be closely scrutinized under the 
principles of section 1235 for purposes of de-
termining whether the transfer is a sale or 

exchange and, accordingly, whether the pay-
ments under the license are chargeable to 
capital account. Because the license is not a 
sale or exchange under the principles of sec-
tion 1235, the royalty payments are not 
chargeable to capital account for purposes 
section 197. The capitalized costs of entering 
into the license are not within the exception 
under paragraph (d)(2) of this section for self- 
created intangibles, and thus are amortized 
under section 197. 

Example 8. License of technology and trade-
marks. 

(i) The facts are the same as in Example 7, 
except that the license also includes the use 
of the trademarks and trade names that X 
uses to manufacture and distribute its prod-
ucts in the United States. Assume that under 
the principles of section 1253 the transfer is 
not a sale or exchange of the trademarks and 
trade names or an undivided interest therein 
and that the royalty payments are described 
in section 1253(d)(1)(B). 

(ii) As in Example 7, the license is a section 
197 intangible. Although the license conveys 
an interest in X’s trademarks and trade 
names to Y, the transfer of the interest is 
disregarded for purposes of paragraph (e)(2) 
of this section unless the transfer is consid-
ered a sale or exchange of the trademarks 
and trade names or an undivided interest 
therein. Accordingly, the licensing of the 
technology and the trademarks and trade 
names is not treated as part of a purchase of 
a trade or business under paragraph (e)(2) of 
this section. 

(iii) Because the technology license is not 
part of the purchase of a trade or business, it 
is treated in the manner described in Exam-
ple 7. The royalty payments for the use of 
the trademarks and trade names are deduct-
ible under section 1253(d)(1) and, under sec-
tion 197(f)(4)(C) and paragraph (b)(10)(ii) of 
this section, are not chargeable to capital 
account for purposes of section 197. The cap-
italized costs of entering into the license are 
treated in the same manner as in example 7. 

Example 9. Disguised sale. (i) The facts are 
the same as in Example 7, except that Y 
agrees to pay X, in addition to the contin-
gent royalty, a fixed minimum royalty im-
mediately upon entering into the agreement 
and there are sufficient facts present to 
characterize the transaction, for federal tax 
purposes, as a transfer of ownership of the 
intellectual property from X to Y. 

(ii) The purported license of technology is, 
in fact, an acquisition of an intangible de-
scribed in section 197(d)(1)(C)(iii) and para-
graph (b)(5) of this section (relating to know- 
how, etc.). As in Example 7, the exceptions in 
section 197(e) and paragraph (c) of this sec-
tion do not apply to the transfer. Accord-
ingly, the transferred property is a section 
197 intangible. Y’s basis in the transferred 
intangible includes the capitalized costs of 
entering into the agreement and the fixed 

VerDate Aug<04>2004 10:29 Apr 26, 2005 Jkt 205085 PO 00000 Frm 00317 Fmt 8010 Sfmt 8010 Y:\SGML\205085.XXX 205085



308 

26 CFR Ch. I (4–1–05 Edition) § 1.197–2 

minimum royalty payment payable at the 
time of the transfer. In addition, except to 
the extent that a portion of any payment 
will be treated as interest or original issue 
discount under applicable provisions of the 
Internal Revenue Code, all of the contingent 
payments under the purported license are 
properly chargeable to capital account for 
purposes of section 197 and this section. The 
extent to which such payments are treated 
as payments of principal and the time at 
which any amount treated as a payment of 
principal is taken into account in deter-
mining basis are determined under the rules 
of § 1.1275–4(c)(4) or 1.483–4(a), whichever is 
applicable. Any contingent amount that is 
included in basis after the month in which 
the acquisition occurs is amortized under the 
rules of paragraph (f)(2)(i) or (ii) of this sec-
tion. 

Example 10. License of technology and cus-
tomer list as part of sale of a trade or business. 
(i) X is a computer manufacturer that pro-
duces, in separate operating divisions, per-
sonal computers, servers, and peripheral 
equipment. In a transaction that is the pur-
chase of a trade or business for purposes of 
section 197, Y (who is unrelated to X) pur-
chases from X all assets of the operating di-
vision producing personal computers, except 
for certain patents that are also used in the 
division manufacturing servers and customer 
lists that are also used in the division manu-
facturing peripheral equipment. As part of 
the transaction, X transfers to Y the right to 
use the retained patents and customer lists 
solely in connection with the manufacture 
and sale of personal computers. The transfer 
agreement requires annual royalty payments 
contingent on the use of the patents and also 
requires a payment for each use of the cus-
tomer list. In addition, Y incurs capitalized 
costs in connection with entering into the li-
censes. 

(ii) The rights to use the retained patents 
and customer lists are contracts for the use 
of section 197 intangibles within the meaning 
of paragraph (b)(11) of this section. The 
rights do not qualify for the exception in 
197(e)(4)(D) and paragraph (c)(13) of this sec-
tion (relating to rights of fixed duration or 
amount) because they are transferred as part 
of a purchase of a trade or business and the 
other exceptions in section 197(e) and para-
graph (c) of this section are also inappli-
cable. Accordingly, the licenses are section 
197 intangibles. 

(iii) Because the right to use the retained 
patents is described in paragraph (b)(11) of 
this section and the right is transferred as 
part of a purchase of a trade or business, the 
treatment of the royalty payments is deter-
mined under paragraph (f)(3)(ii) of this sec-
tion. In addition, however, the retained pat-
ents are described in paragraph (b)(5) of this 
section. Thus, the annual royalty payments 
are chargeable to capital account under the 

general rule of paragraph (f)(3)(ii)(A) of this 
section unless Y establishes that the license 
is not a sale or exchange under the principles 
of section 1235 and the royalty payments are 
an arm’s length consideration for the rights 
transferred. If these facts are established, 
the exception in paragraph (f)(3)(ii)(B) of this 
section applies and the royalty payments are 
not chargeable to capital account for pur-
poses of section 197. The capitalized costs of 
entering into the license are treated in the 
same manner as in Example 7. 

(iv) The right to use the retained customer 
list is also described in paragraph (b)(11) of 
this section and is transferred as part of a 
purchase of a trade or business. Thus, the 
treatment of the payments for use of the 
customer list is also determined under para-
graph (f)(3)(ii) of this section. The customer 
list, although described in paragraph (b)(6) of 
this section, is a customer-related informa-
tion base. Thus, the exception in paragraph 
(f)(3)(ii)(B) of this section does not apply. Ac-
cordingly, payments for use of the list are 
chargeable to capital account under the gen-
eral rule of paragraph (f)(3)(ii)(A) of this sec-
tion and are amortized under section 197. In 
addition, the capitalized costs of entering 
into the contract for use of the customer list 
are treated in the same manner as in Exam-
ple 7. 

Example 11. Loss disallowance rules involving 
related persons. (i) Assume that X and Y are 
treated as a single taxpayer for purposes of 
paragraph (g)(1) of this section. In a single 
transaction, X and Y acquired from Z all of 
the assets used by Z in a trade or business. 
Z had operated this business at two loca-
tions, and X and Y each acquired the assets 
used by Z at one of the locations. Three 
years after the acquisition, X sold all of the 
assets it acquired, including amortizable sec-
tion 197 intangibles, to an unrelated pur-
chaser. The amortizable section intangibles 
are sold at a loss of $120,000. 

(ii) Because X and Y are treated as a single 
taxpayer for purposes of the loss disallow-
ance rules of section 197(f)(1) and paragraph 
(g)(1) of this section, X’s loss on the sale of 
the amortizable section 197 intangibles is not 
recognized. Under paragraph (g)(1)(iv)(B) of 
this section, X’s disallowed loss is allowed 
ratably, as a deduction under section 197, 
over the remainder of the 15-year period dur-
ing which the intangibles would have been 
amortized, and Y may not increase the basis 
of the amortizable section 197 intangibles 
that it acquired from Z by the amount of X’s 
disallowed loss. 

Example 12. Disposition of retained intangi-
bles by related person. (i) The facts are the 
same as in Example 11, except that 10 years 
after the acquisition of the assets by X and 
Y and 7 years after the sale of the assets by 
X, Y sells all of the assets acquired from Z, 
including amortizable section 197 intangi-
bles, to an unrelated purchaser. 
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(ii) Under paragraph (g)(1)(iv)(B) of this 
section, X may recognize, on the date of the 
sale by Y, any loss that has not been allowed 
as a deduction under section 197. Accord-
ingly, X recognizes a loss of $50,000, the 
amount obtained by reducing the loss on the 
sale of the assets at the end of the third year 
($120,000) by the amount allowed as a deduc-
tion under paragraph (g)(1)(iv)(B) of this sec-
tion during the 7 years following the sale by 
X ($70,000). 

Example 13. Acquisition of an interest in part-
nership with no section 754 election. (i) A, B, 
and C each contribute $1,500 for equal shares 
in general partnership P. On January 1, 1998, 
P acquires as its sole asset an amortizable 
section 197 intangible for $4,500. P still holds 
the intangible on January 1, 2003, at which 
time the intangible has an adjusted basis to 
P of $3,000, and A, B, and C each have an ad-
justed basis of $1,000 in their partnership in-
terests. D (who is not related to A) acquires 
A’s interest in P for $1,600. No section 754 
election is in effect for 2003. 

(ii) Because there is no change in the basis 
of the intangible under section 743(b), D 
merely steps into the shoes of A with respect 
to the intangible. D’s proportionate share of 
P’s adjusted basis in the intangible is $1,000, 
which continues to be amortized over the 10 
years remaining in the original 15-year am-
ortization period for the intangible. 

Example 14. Acquisition of an interest in part-
nership with a section 754 election. (i) The facts 
are the same as in Example 13, except that a 
section 754 election is in effect for 2003. 

(ii) Pursuant to paragraph (g)(3) of this 
section, for purposes of section 197, D is 
treated as if P owns two assets. D’s propor-
tionate share of P’s adjusted basis in one 
asset is $1,000, which continues to be amor-
tized over the 10 years remaining in the 
original 15-year amortization period. For the 
other asset, D’s proportionate share of P’s 
adjusted basis is $600 (the amount of the 
basis increase under section 743 as a result of 
the section 754 election), which is amortized 
over a new 15-year period beginning January 
2003. With respect to B and C, P’s remaining 
$2,000 adjusted basis in the intangible con-
tinues to be amortized over the 10 years re-
maining in the original 15-year amortization 
period. 

Example 15. Payment to a retiring partner by 
partnership with a section 754 election. (i) The 
facts are the same as in Example 13, except 
that a section 754 election is in effect for 2003 
and, instead of D acquiring A’s interest in P, 
A retires from P. A, B, and C are not related 
to each other within the meaning of para-
graph (h)(6) of this section. P borrows $1,600, 
and A receives a payment under section 736 
from P of such amount, all of which is in ex-
change for A’s interest in the intangible 
asset owned by P. (Assume, for purposes of 
this example, that the borrowing by P and 
payment of such funds to A does not give rise 

to a disguised sale of A’s partnership interest 
under section 707(a)(2)(B).) P makes a posi-
tive basis adjustment of $600 with respect to 
the section 197 intangible under section 
734(b). 

(ii) Pursuant to paragraph (g)(3) of this 
section, because of the section 734 adjust-
ment, P is treated as having two amortizable 
section 197 intangibles, one with a basis of 
$3,000 and a remaining amortization period of 
10 years and the other with a basis of $600 
and a new amortization period of 15 years. 

Example 16. Termination of partnership under 
section 708(b)(1)(B). (i) A and B are partners 
with equal shares in the capital and profits 
of general partnership P. P’s only asset is an 
amortizable section 197 intangible, which P 
had acquired on January 1, 1995. On January 
1, 2000, the asset had a fair market value of 
$100 and a basis to P of $50. On that date, A 
sells his entire partnership interest in P to 
C, who is unrelated to A, for $50. At the time 
of the sale, the basis of each of A and B in 
their respective partnership interests is $25. 

(ii) The sale causes a termination of P 
under section 708(b)(1)(B). Under section 708, 
the transaction is treated as if P transfers 
its sole asset to a new partnership in ex-
change for the assumption of its liabilities 
and the receipt of all of the interests in the 
new partnership. Immediately thereafter, P 
is treated as if it is liquidated, with B and C 
each receiving their proportionate share of 
the interests in the new partnership. The 
contribution by P of its asset to the new 
partnership is governed by section 721, and 
the liquidating distributions by P of the in-
terests in the new partnership are governed 
by section 731. C does not realize a basis ad-
justment under section 743 with respect to 
the amortizable section 197 intangible unless 
P had a section 754 election in effect for its 
taxable year in which the transfer of the 
partnership interest to C occurred or the 
taxable year in which the deemed liquidation 
of P occurred. 

(iii) Under section 197, if P had a section 
754 election in effect, C is treated as if the 
new partnership had acquired two assets 
from P immediately preceding its termi-
nation. Even though the adjusted basis of 
the new partnership in the two assets is de-
termined solely under section 723, because 
the transfer of assets is a transaction de-
scribed in section 721, the application of sec-
tions 743(b) and 754 to P immediately before 
its termination causes P to be treated as if 
it held two assets for purposes of section 197. 
See paragraph (g)(3) of this section. B’s and 
C’s proportionate share of the new partner-
ship’s adjusted basis is $25 each in one asset, 
which continues to be amortized over the 10 
years remaining in the original 15-year am-
ortization period. For the other asset, C’s 
proportionate share of the new partnership’s 
adjusted basis is $25 (the amount of the basis 
increase resulting from the application of 
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section 743 to the sale or exchange by A of 
the interest in P), which is amortized over a 
new 15-year period beginning in January 
2000. 

(iv) If P did not have a section 754 election 
in effect for its taxable year in which the 
sale of the partnership interest by A to C oc-
curred or the taxable year in which the 
deemed liquidation of P occurred, the ad-
justed basis of the new partnership in the 
amortizable section 197 intangible is deter-
mined solely under section 723, because the 
transfer is a transaction described in section 
721, and P does not have a basis increase in 
the intangible. Under section 197(f)(2) and 
paragraph (g)(2)(ii) of this section, the new 
partnership continues to amortize the intan-
gible over the 10 years remaining in the 
original 15-year amortization period. No ad-
ditional amortization is allowable with re-
spect to this asset. 

Example 17. Disguised sale to partnership. (i) 
E and F are individuals who are unrelated to 
each other within the meaning of paragraph 
(h)(6) of this section. E has been engaged in 
the active conduct of a trade or business as 
a sole proprietor since 1990. E and F form EF 
Partnership. E transfers all of the assets of 
the business, having a fair market value of 
$100, to EF, and F transfers $40 of cash to EF. 
E receives a 60 percent interest in EF and 
the $40 of cash contributed by F, and F re-
ceives a 40 percent interest in EF, under cir-
cumstances in which the transfer by E is 
partially treated as a sale of property to EF 
under § 1.707–3(b). 

(ii) Under § 1.707–3(a)(1), the transaction is 
treated as if E had sold to EF a 40 percent in-
terest in each asset for $40 and contributed 
the remaining 60 percent interest in each 
asset to EF in exchange solely for an inter-
est in EF. Because E and EF are related per-
sons within the meaning of paragraph (h)(6) 
of this section, no portion of any transferred 
section 197(f)(9) intangible that E held during 
the transition period (as defined in para-
graph (h)(4) of this section) is an amortizable 
section 197 intangible pursuant to paragraph 
(h)(2) of this section. Section 197(f)(9)(F) and 
paragraph (g)(3) of this section do not apply 
to any portion of the section 197 intangible 
in the hands of EF because the basis of EF in 
these assets was not increased under any of 
sections 732, 734, or 743. 

Example 18. Acquisition by related person in 
nonrecognition transaction. (i) A owns a non-
amortizable intangible that A acquired in 
1990. In 2000, A sells a one-half interest in the 
intangible to B for cash. Immediately after 
the sale, A and B, who are unrelated to each 
other, form partnership P as equal partners. 
A and B each contribute their one-half inter-
est in the intangible to P. 

(ii) P has a transferred basis in the intan-
gible from A and B under section 723. The 
nonrecognition transfer rule under para-
graph (g)(2)(ii) of this section applies to A’s 

transfer of its one-half interest in the intan-
gible to P, and consequently P steps into A’s 
shoes with respect to A’s nonamortizable 
transferred basis. The anti-churning rules of 
paragraph (h) of this section apply to B’s 
transfer of its one-half interest in the intan-
gible to P, because A, who is related to P 
under paragraph (h)(6) of this section imme-
diately after the series of transactions in 
which the intangible was acquired by P, held 
B’s one-half interest in the intangible during 
the transition period. Pursuant to paragraph 
(h)(10) of this section, these rules apply to 
B’s transfer of its one-half interest to P even 
though the nonrecognition transfer rule 
under paragraph (g)(2)(ii) of this section 
would have permitted P to step into B’s 
shoes with respect to B’s otherwise amortiz-
able basis. Therefore, P’s entire basis in the 
intangible is nonamortizable. However, if A 
(not B) elects to recognize gain under para-
graph (h)(9) of this section on the transfer of 
each of the one-half interests in the intan-
gible to B and P, then the intangible would 
be amortizable by P to the extent provided 
in section 197(f)(9)(B) and paragraph (h)(9) of 
this section. 

Example 19. Acquisition of partnership inter-
est following formation of partnership. (i) The 
facts are the same as in Example 18 except 
that, in 2000, A formed P with an affiliate, S, 
and contributed the intangible to the part-
nership and except that in a subsequent 
year, in a transaction that is properly char-
acterized as a sale of a partnership interest 
for Federal tax purposes, B purchases a 50 
percent interest in P from A. P has a section 
754 election in effect and holds no assets 
other than the intangible and cash. 

(ii) For the reasons set forth in Example 16 
(iii), B is treated as if P owns two assets. B’s 
proportionate share of P’s adjusted basis in 
one asset is the same as A’s proportionate 
share of P’s adjusted basis in that asset, 
which is not amortizable under section 197. 
For the other asset, B’s proportionate share 
of the remaining adjusted basis of P is amor-
tized over a new 15-year period. 

Example 20. Acquisition by related corpora-
tion in nonrecognition transaction. (i) The 
facts are the same as Example 18, except that 
A and B form corporation P as equal owners. 

(ii) P has a transferred basis in the intan-
gible from A and B under section 362. Pursu-
ant to paragraph (h)(10) of this section, the 
application of the nonrecognition transfer 
rule under paragraph (g)(2)(ii) of this section 
and the anti-churning rules of paragraph (h) 
of this section to the facts of this Example 18 
is the same as in Example 16. Thus, P’s entire 
basis in the intangible is nonamortizable. 

Example 21. Acquisition from corporation re-
lated to purchaser through remote indirect in-
terest. (i) X, Y, and Z are each corporations 
that have only one class of issued and out-
standing stock. X owns 25 percent of the 

VerDate Aug<04>2004 10:29 Apr 26, 2005 Jkt 205085 PO 00000 Frm 00320 Fmt 8010 Sfmt 8010 Y:\SGML\205085.XXX 205085



311 

Internal Revenue Service, Treasury § 1.197–2 

stock of Y and Y owns 25 percent of the out-
standing stock of Z. No other shareholder of 
any of these corporations is related to any 
other shareholder or to any of the corpora-
tions. On June 30, 2000, X purchases from Z 
section 197(f)(9) intangibles that Z owned 
during the transition period (as defined in 
paragraph (h)(4) of this section). 

(ii) Pursuant to paragraph (h)(6)(iv)(B) of 
this section, the beneficial ownership inter-
est of X in Z is 6.25 percent, determined by 
treating X as if it owned a proportionate (25 
percent) interest in the stock of Z that is ac-
tually owned by Y. Thus, even though X is 
related to Y and Y is related to Z, X and Z 
are not considered to be related for purposes 
of the anti-churning rules of section 197. 

Example 22. Gain recognition election. (i) B 
owns 25 percent of the stock of S, a corpora-
tion that uses the calendar year as its tax-
able year. No other shareholder of B or S is 
related to each other. S is not a member of 
a controlled group of corporations within the 
meaning of section 1563(a). S has section 
197(f)(9) intangibles that it owned during the 
transition period. S has a basis of $25,000 in 
the intangibles. In 2001, S sells these intangi-
bles to B for $75,000. S recognizes a gain of 
$50,000 on the sale and has no other items of 
income, deduction, gain, or loss for the year, 
except that S also has a net operating loss of 
$20,000 from prior years that it would other-
wise be entitled to use in 2001 pursuant to 
section 172(b). S makes a valid gain recogni-
tion election pursuant to section 197(f)(9)(B) 
and paragraph (h)(9) of this section. In 2001, 
the highest marginal tax rate applicable to S 
is 35 percent. But for the election, all of S’s 
taxable income would be taxed at a rate of 15 
percent. 

(ii) If the gain recognition election had not 
been made, S would have taxable income of 
$30,000 for 2001 and a tax liability of $4,500. If 
the gain were not taken into account, S 
would have no tax liability for the taxable 
year. Thus, the amount of tax (other than 
the tax imposed under paragraph (h)(9) of 
this section) imposed on the gain is also 
$4,500. The gain on the disposition multiplied 
by the highest marginal tax rate is $17,500 
($50,000 × .35). Accordingly, S’s tax liability 
for the year is $4,500 plus an additional tax 
under paragraph (h)(9) of this section of 
$13,000 ($17,500—$4,500). 

(iii) Pursuant to paragraph (h)(9)(x)(A) of 
this section, S determines the amount of its 
net operating loss deduction in subsequent 
years without regard to the gain recognized 
on the sale of the section 197 intangible to B. 
Accordingly, the entire $20,000 net operating 
loss deduction that would have been avail-
able in 2001 but for the gain recognition elec-
tion may be used in 2002, subject to the limi-
tations of section 172. 

(iv) B has a basis of $75,000 in the section 
197(f)(9) intangibles acquired from S. As the 
result of the gain recognition election by S, 

B may amortize $50,000 of its basis under sec-
tion 197. Under paragraph (h)(9)(ii) of this 
section, the remaining basis does not qualify 
for the gain-recognition exception and may 
not be amortized by B. 

Example 23. Section 338 election. (i) Corpora-
tion P makes a qualified stock purchase of 
the stock of T corporation from two share-
holders in July 2000, and a section 338 elec-
tion is made by P. No shareholder of either 
T or P owns stock in both of these corpora-
tions, and no other shareholder is related to 
any other shareholder of either corporation. 

(ii) Pursuant to paragraph (h)(8) of this 
section, in the case of a qualified stock pur-
chase that is treated as a deemed sale and 
purchase of assets pursuant to section 338, 
the corporation treated as purchasing assets 
as a result of an election thereunder (new 
target) is not considered the person that held 
or used the assets during any period in which 
the assets were held or used by the corpora-
tion treated as selling the assets (old target). 
Because there are no relationships described 
in paragraph (h)(6) of this section among the 
parties to the transaction, any nonamortiz-
able section 197(f)(9) intangible held by old 
target is an amortizable section 197 intan-
gible in the hands of new target. 

(iii) Assume the same facts as set forth in 
paragraph (i) of this Example 23, except that 
one of the selling shareholders is an indi-
vidual who owns 25 percent of the total value 
of the stock of each of the T and P corpora-
tion. 

(iv) Old target and new target (as these 
terms are defined in § 1.338–2(c)(17)) are mem-
bers of a controlled group of corporations 
under section 267(b)(3), as modified by sec-
tion 197(f)(9)(C)(i), and any nonamortizable 
section 197(f)(9) intangible held by old target 
is not an amortizable section 197 intangible 
in the hands of new target. However, a gain 
recognition election under paragraph (h)(9) 
of this section may be made with respect to 
this transaction. 

Example 24. Relationship created as part of 
public offering. (i) On January 1, 2001, Cor-
poration X engages in a series of related 
transactions to discontinue its involvement 
in one line of business. X forms a new cor-
poration, Y, with a nominal amount of cash. 
Shortly thereafter, X transfers all the stock 
of its subsidiary conducting the unwanted 
business (Target) to Y in exchange for 100 
shares of Y common stock and a Y promis-
sory note. Target owns a nonamortizable 
section 197(f)(9) intangible. Prior to January 
1, 2001, X and an underwriter (U) had entered 
into a binding agreement pursuant to which 
U would purchase 85 shares of Y common 
stock from X and then sell those shares in a 
public offering. On January 6, 2001, the pub-
lic offering closes. X and Y make a section 
338(h)(10) election for Target. 
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(ii) Pursuant to paragraph (h)(8) of this 
section, in the case of a qualified stock pur-
chase that is treated as a deemed sale and 
purchase of assets pursuant to section 338, 
the corporation treated as purchasing assets 
as a result of an election thereunder (new 
target) is not considered the person that held 
or used the assets during any period in which 
the assets were held or used by the corpora-
tion treated as selling the assets (old target). 
Further, for purposes of determining wheth-
er the nonamortizable section 197(f)(9) intan-
gible is acquired by new target from a re-
lated person, because the transactions are a 
series of related transactions, the relation-
ship between old target and new target must 
be tested immediately before the first trans-
action in the series (the formation of Y) and 
immediately after the last transaction in the 
series (the sale to U and the public offering). 
See paragraph (h)(6)(ii)(B) of this section. 
Because there was no relationship between 
old target and new target immediately be-
fore the formation of Y (because the section 
338 election had not been made) and only a 
15% relationship between old target and new 
target immediately after, old target is not 
related to new target for purposes of apply-
ing the anti-churning rules of paragraph (h) 
of this section. Accordingly, Target may am-
ortize the section 197 intangible. 

Example 25. Other transfers to controlled cor-
porations. (i) In 2001, Corporation A transfers 
a section 197(f)(9) intangible that it held dur-
ing the transition period to X, a newly 
formed corporation, in exchange for 15% of 
X’s stock. As part of the same transaction, B 
transfers property to X in exchange for the 
remaining 85% of X stock. 

(ii) Because the acquisition of the intan-
gible by X is part of a qualifying section 351 
exchange, under section 197(f)(2) and para-
graph (g)(2)(ii) of this section, X is treated in 
the same manner as the transferor of the 
asset. Accordingly, X may not amortize the 
intangible. If, however, at the time of the ex-
change, B has a binding commitment to sell 
25 percent of the X stock to C, an unrelated 
third party, the exchange, including A’s 
transfer of the section 197(f)(9) intangible, 
would fail to qualify as a section 351 ex-
change. Because the formation of X, the 
transfers of property to X, and the sale of X 
stock by B are part of a series of related 
transactions, the relationship between A and 
X must be tested immediately before the 
first transaction in the series (the transfer of 
property to X) and immediately after the 
last transaction in the series (the sale of X 
stock to C). See paragraph (h)(6)(ii)(B) of this 
section. Because there was no relationship 
between A and X immediately before and 
only a 15% relationship immediately after, A 
is not related to X for purposes of applying 
the anti-churning rules of paragraph (h) of 
this section. Accordingly, X may amortize 
the section 197 intangible. 

Example 26. Relationship created as part of 
stock acquisition followed by liquidation. (i) In 
2001, Partnership P purchases 100 percent of 
the stock of Corporation X. P and X were not 
related prior to the acquisition. Immediately 
after acquiring the X stock, and as part of a 
series of related transactions, P liquidates X 
under section 331. In the liquidating distribu-
tion, P receives a section 197(f)(9) intangible 
that was held by X during the transition pe-
riod. 

(ii) Because the relationship between P and 
X was created pursuant to a series of related 
transactions where P acquires stock (meet-
ing the requirements of section 1504(a)(2)) in 
a fully taxable transaction followed by a liq-
uidation under section 331, the relationship 
immediately after the last transaction in the 
series (the liquidation) is disregarded. See 
paragraph (h)(6)(iii) of this section. Accord-
ingly, P is entitled to amortize the section 
197(f)(9) intangible. 

Example 27. Section 743(b) adjustment with no 
change in user. (i) On January 1, 2001, A forms 
a partnership (PRS) with B in which A owns 
a 40-percent, and B owns a 60-percent, inter-
est in profits and capital. A contributes a 
nonamortizable section 197(f)(9) intangible 
with a value of $80 and an adjusted basis of 
$0 to PRS in exchange for its PRS interest 
and B contributes $120 cash. At the time of 
the contribution, PRS licenses the section 
197(f)(9) intangible to A. On February 1, 2001, 
A sells its entire interest in PRS to C, an un-
related person, for $80. PRS has a section 754 
election in effect. 

(ii) The section 197(f)(9) intangible contrib-
uted to PRS by A is not amortizable in the 
hands of PRS. Pursuant to section (g)(2)(ii) 
of this section, PRS steps into the shoes of A 
with respect to A’s nonamortizable trans-
ferred basis in the intangible. 

(iii) When A sells the PRS interest to C, C 
will have a basis adjustment in the PRS as-
sets under section 743(b) equal to $80. The en-
tire basis adjustment will be allocated to the 
intangible because the only other asset held 
by PRS is cash. Ordinarily, under paragraph 
(h)(12)(v) of this section, the anti-churning 
rules will not apply to an increase in the 
basis of partnership property under section 
743(b) if the person acquiring the partnership 
interest is not related to the person transfer-
ring the partnership interest. However, A is 
an anti-churning partner under paragraph 
(h)(12)(vi)(B)(2)(i) of this section. As a result 
of the license agreement, A remains a direct 
user of the section 197(f)(9) intangible after 
the transfer to C. Accordingly, paragraph 
(h)(12)(vi)(A) of this section will cause the 
anti-churning rules to apply to the entire 
basis adjustment under section 743(b). 

Example 28. Distribution of section 197(f)(9) 
intangible to partner who acquired partnership 
interest prior to the effective date. (i) In 1990, A, 
B, and C each contribute $150 cash to form 
general partnership ABC for the purpose of 
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engaging in a consulting business and a soft-
ware manufacturing business. The partners 
agree to share partnership profits and losses 
equally. In 2000, the partnership distributes 
the consulting business to A in liquidation of 
A’s entire interest in ABC. The only asset of 
the consulting business is a nonamortizable 
intangible, which has a fair market value of 
$180 and a basis of $0. At the time of the dis-
tribution, the adjusted basis of A’s interest 
in ABC is $150. A is not related to B or C. 
ABC does not have a section 754 election in 
effect. 

(ii) Under section 732(b), A’s adjusted basis 
in the intangible distributed by ABC is $150, 
a $150 increase over the basis of the intan-
gible in ABC’s hands. In determining wheth-
er the anti-churning rules apply to any por-
tion of the basis increase, A is treated as 
having owned and used A’s proportionate 
share of partnership property. Thus, A is 
treated as holding an interest in the intan-
gible during the transition period. Because 
the intangible was not amortizable prior to 
the enactment of section 197, the section 
732(b) increase in the basis of the intangible 
may be subject to the anti-churning provi-
sions. Paragraph (h)(12)(ii) of this section 
provides that the anti-churning provisions 
apply to the extent that the section 732(b) 
adjustment exceeds the total unrealized ap-
preciation from the intangible allocable to 
partners other than A or persons related to 
A, as well as certain other partners whose 
purchase of their interests meet certain cri-
teria. Because B and C are not related to A, 
and A’s acquisition of its partnership inter-
est does not satisfy the necessary criteria, 
the section 732(b) basis increase is subject to 
the anti-churning provisions to the extent 
that it exceeds B and C’s proportionate share 
of the unrealized appreciation from the in-
tangible. B and C’s proportionate share of 
the unrealized appreciation from the intan-
gible is $120 (2/3 of $180). This is the amount 
of gain that would be allocated to B and C if 
the partnership sold the intangible imme-
diately before the distribution for its fair 
market value of $180. Therefore, $120 of the 
section 732(b) basis increase is not subject to 
the anti-churning rules. The remaining $30 of 
the section 732(b) basis increase is subject to 
the anti-churning rules. Accordingly, A is 
treated as having two intangibles, an amor-
tizable section 197 intangible with an ad-
justed basis of $120 and a new amortization 
period of 15 years and a nonamortizable in-
tangible with an adjusted basis of $30. 

(iii) In applying the anti-churning rules to 
future transfers of the distributed intan-
gible, under paragraph (h)(12)(ii)(C) of this 
section, one-third of the intangible will con-
tinue to be subject to the anti-churning 
rules, determined as follows: The sum of the 
amount of the distributed intangible’s basis 
that is nonamortizable under paragraph 
(g)(2)(ii)(B) of this section ($0) and the total 

unrealized appreciation inherent in the in-
tangible reduced by the amount of the in-
crease in the adjusted basis of the distrib-
uted intangible under section 732(b) to which 
the anti-churning rules do not apply 
($180¥$120 = $60), over the fair market value 
of the distributed intangible ($180). 

Example 29. Distribution of section 197(f)(9) 
intangible to partner who acquired partnership 
interest after the effective date. (i) The facts 
are the same as in Example 28, except that B 
and C form ABC in 1990. A does not acquire 
an interest in ABC until 1995. In 1995, A con-
tributes $150 to ABC in exchange for a one- 
third interest in ABC. At the time of the dis-
tribution, the adjusted basis of A’s interest 
in ABC is $150. 

(ii) As in Example 28, the anti-churning 
rules do not apply to the increase in the 
basis of the intangible distributed to A under 
section 732(b) to the extent that it does not 
exceed the unrealized appreciation from the 
intangible allocable to B and C. Under para-
graph (h)(12)(ii) of this section, the anti- 
churning provisions also do not apply to the 
section 732(b) basis increase to the extent of 
A’s allocable share of the unrealized appre-
ciation from the intangible because A ac-
quired the ABC interest from an unrelated 
person after August 10, 1993, and the intan-
gible was acquired by the partnership before 
A acquired the ABC interest. Under para-
graph (h)(12)(ii)(E) of this section, A is 
deemed to acquire the ABC partnership in-
terest from an unrelated person because A 
acquired the ABC partnership interest in ex-
change for a contribution to the partnership 
of property other than the distributed intan-
gible and, at the time of the contribution, no 
partner in the partnership was related to A. 
Consequently, the increase in the basis of 
the intangible under section 732(b) is not 
subject to the anti-churning rules to the ex-
tent of the total unrealized appreciation 
from the intangible allocable to A, B, and C. 
The total unrealized appreciation from the 
intangible allocable to A, B, and C is $180 
(the gain the partnership would have recog-
nized if it had sold the intangible for its fair 
market value immediately before the dis-
tribution). Because this amount exceeds the 
section 732(b) basis increase of $150, the en-
tire section 732(b) basis increase is amortiz-
able. 

(iii) In applying the anti-churning rules to 
future transfers of the distributed intan-
gible, under paragraph (h)(12)(ii)(C) of this 
section, one-sixth of the intangible will con-
tinue to be subject to the anti-churning 
rules, determined as follows: The sum of the 
amount of the distributed intangible’s basis 
that is nonamortizable under paragraph 
(g)(2)(ii)(B) of this section ($0) and the total 
unrealized appreciation inherent in the in-
tangible reduced by the amount of the in-
crease in the adjusted basis of the distrib-
uted intangible under section 732(b) to which 
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the anti-churning rules do not apply 
($180¥$150 = $30), over the fair market value 
of the distributed intangible ($180). 

Example 30. Distribution of section 197(f)(9) 
intangible contributed to the partnership by a 
partner. (i) The facts are the same as in Ex-
ample 29, except that C purchased the intan-
gible used in the consulting business in 1988 
for $60 and contributed the intangible to 
ABC in 1990. At that time, the intangible had 
a fair market value of $150 and an adjusted 
tax basis of $60. When ABC distributes the 
intangible to A in 2000, the intangible has a 
fair market value of $180 and a basis of $60. 

(ii) As in Examples 28 and 29, the adjusted 
basis of the intangible in A’s hands is $150 
under section 732(b). However, the increase 
in the adjusted basis of the intangible under 
section 732(b) is only $90 ($150 adjusted basis 
after the distribution compared to $60 basis 
before the distribution). Pursuant to para-
graph (g)(2)(ii)(B) of this section, A steps 
into the shoes of ABC with respect to the $60 
of A’s adjusted basis in the intangible that 
corresponds to ABC’s basis in the intangible 
and this portion of the basis is nonamortiz-
able. B and C are not related to A, A ac-
quired the ABC interest from an unrelated 
person after August 10, 1993, and the intan-
gible was acquired by ABC before A acquired 
the ABC interest. Therefore, under para-
graph (h)(12)(ii) of this section, the section 
732(b) basis increase is amortizable to the ex-
tent of A, B, and C’s allocable share of the 
unrealized appreciation from the intangible. 
The total unrealized appreciation from the 
intangible that is allocable to A, B, and C is 
$120. If ABC had sold the intangible imme-
diately before the distribution to A for its 
fair market value of $180, it would have rec-
ognized gain of $120, which would have been 
allocated $10 to A, $10 to B, and $100 to C 
under section 704(c). Because A, B, and C’s 
allocable share of the unrealized apprecia-
tion from the intangible exceeds the section 
732(b) basis increase in the intangible, the 
entire $90 of basis increase is amortizable by 
A. Accordingly, after the distribution, A will 
be treated as having two intangibles, an am-
ortizable section 197 intangible with an ad-
justed basis of $90 and a new amortization 
period of 15 years and a nonamortizable in-
tangible with an adjusted basis of $60. 

(iii) In applying the anti-churning rules to 
future transfers of the distributed intan-
gible, under paragraph (h)(12)(ii)(C) of this 
section, one-half of the intangible will con-
tinue to be subject to the anti-churning 
rules, determined as follows: The sum of the 
amount of the distributed intangible’s basis 
that is nonamortizable under paragraph 
(g)(2)(ii)(B) of this section ($60) and the total 
unrealized appreciation inherent in the in-
tangible reduced by the amount of the in-
crease in the adjusted basis of the distrib-
uted intangible under section 732(b) to which 
the anti-churning rules do not apply 

($120¥$90 = $30), over the fair market value 
of the distributed intangible ($180). 

Example 31. Partnership distribution causing 
section 734(b) basis adjustment to section 
197(f)(9) intangible. (i) On January 1, 2001, A, 
B, and C form a partnership (ABC) in which 
each partner shares equally in capital and 
income, gain, loss, and deductions. On that 
date, A contributes a section 197(f)(9) intan-
gible with a zero basis and a value of $150, 
and B and C each contribute $150 cash. A and 
B are related, but neither A nor B is related 
to C. ABC does not adopt the remedial allo-
cation method for making section 704(c) allo-
cations of amortization expenses with re-
spect to the intangible. On December 1, 2004, 
when the value of the intangible has in-
creased to $600, ABC distributes $300 to B in 
complete redemption of B’s interest in the 
partnership. ABC has an election under sec-
tion 754 in effect for the taxable year that in-
cludes December 1, 2004. (Assume that, at the 
time of the distribution, the basis of A’s 
partnership interest remains zero, and the 
basis of each of B’s and C’s partnership inter-
est remains $150.) 

(ii) Immediately prior to the distribution, 
the assets of the partnership are revalued 
pursuant to § 1.704–1(b)(2)(iv)(f), so that the 
section 197(f)(9) intangible is reflected on the 
books of the partnership at a value of $600. B 
recognizes $150 of gain under section 731(a)(1) 
upon the distribution of $300 in redemption 
of B’s partnership interest. As a result, the 
adjusted basis of the intangible held by ABC 
increases by $150 under section 734(b). A does 
not satisfy any of the tests set forth under 
paragraph (h)(12)(iv)(B) and thus is not an el-
igible partner. C is not related to B and thus 
is an eligible partner under paragraph 
(h)(12)(iv)(B)(1) of this section. The capital 
accounts of A and C are equal immediately 
after the distribution, so, pursuant to para-
graph (h)(12)(iv)(D)(1) of this section, each 
partner’s share of the basis increase is equal 
to $75. Because A is not an eligible partner, 
the anti-churning rules apply to A’s share of 
the basis increase. The anti-churning rules 
do not apply to C’s share of the basis in-
crease. 

(iii) For book purposes, ABC determines 
the amortization of the asset as follows: 
First, the intangible that is subject to ad-
justment under section 734(b) will be divided 
into three assets: the first, with a basis and 
value of $75 will be amortizable for both book 
and tax purposes; the second, with a basis 
and value of $75 will be amortizable for book, 
but not tax purposes; and a third asset with 
a basis of zero and a value of $450 will not be 
amortizable for book or tax purposes. Any 
subsequent revaluation of the intangible pur-
suant to § 1.704–1(b)(2)(iv)(f) will be made 
solely with respect to the third asset (which 
is not amortizable for book purposes). The 
book and tax attributes from the first asset 
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(i.e., book and tax amortization) will be spe-
cially allocated to C. The book and tax at-
tributes from the second asset (i.e., book am-
ortization and non-amortizable tax basis) 
will be specially allocated to A. Upon dis-
position of the intangible, each partner’s 
share of gain or loss will be determined first 
by allocating among the partners an amount 
realized equal to the book value of the intan-
gible attributable to such partner, with any 
remaining amount realized being allocated 
in accordance with the partnership agree-
ment. Each partner then will compare its 
share of the amount realized with its re-
maining basis in the intangible to arrive at 
the gain or loss to be allocated to such part-
ner. This is a reasonable method for amor-
tizing the intangible for book purposes, and 
the results in allocating the income, gain, 
loss, and deductions attributable to the in-
tangible do not contravene the purposes of 
the anti-churning rules under section 197 or 
paragraph (h) of this section. 

(l) Effective dates—(1) In general. This 
section applies to property acquired 
after January 25, 2000, except that 
paragraph (c)(13) of this section (excep-
tion from section 197 for separately ac-
quired rights of fixed duration or 
amount) applies to property acquired 
after August 10, 1993 (or July 25, 1991, if 
a valid retroactive election has been 
made under § 1.197–1T), and paragraphs 
(h)(12)(ii), (iii), (iv), (v), (vi)(A), and 
(vii)(B) of this section (anti-churning 
rules applicable to partnerships) apply 
to partnership transactions occurring 
on or after November 20, 2000. 

(2) Application to pre-effective date ac-
quisitions. A taxpayer may choose, on a 
transaction-by-transaction basis, to 
apply the provisions of this section and 
§ 1.167(a)–14 to property acquired (or 
partnership transactions occurring) 
after August 10, 1993 (or July 25, 1991, if 
a valid retroactive election has been 
made under § 1.197–1T) and— 

(i) On or before January 25, 2000; or 
(ii) With respect to paragraphs 

(h)(12)(ii), (iii), (iv), (v), (vi)(A), and 
(vii)(B) of this section, before Novem-
ber 20, 2000. 

(3) Application of regulation project 
REG–209709–94 to pre-effective date acqui-
sitions. A taxpayer may rely on the pro-
visions of regulation project REG– 
209709–94 (1997–1 C.B. 731) for property 
acquired after August 10, 1993 (or July 
25, 1991, if a valid retroactive election 
has been made under § 1.197–1T) and on 
or before January 25, 2000. 

(4) Change in method of accounting—(i) 
In general. For the first taxable year 
ending after January 25, 2000, a tax-
payer that has acquired property to 
which the exception in § 1.197–2(c)(13) 
applies is granted consent of the Com-
missioner to change its method of ac-
counting for such property to comply 
with the provisions of this section and 
§ 1.167(a)–14 unless the proper treat-
ment of such property is an issue under 
consideration (within the meaning of 
Rev. Proc. 97–27 (1997–21 IRB 10)(see 
§ 601.601(d)(2) of this chapter)) in an ex-
amination, before an Appeals office, or 
before a Federal court. 

(ii) Application to pre-effective date ac-
quisitions. For the first taxable year 
ending after January 25, 2000, a tax-
payer is granted consent of the Com-
missioner to change its method of ac-
counting for all property acquired in 
transactions described in paragraph 
(l)(2) of this section to comply with the 
provisions of this section and § 1.167(a)– 
14 unless the proper treatment of any 
such property is an issue under consid-
eration (within the meaning of Rev. 
Proc. 97–27 (1997–21 IRB 10)(see 
§ 601.601(d)(2) of this chapter)) in an ex-
amination, before an Appeals office, or 
before a Federal court. 

(iii) Automatic change procedures. A 
taxpayer changing its method of ac-
counting in accordance with this para-
graph (l)(4) must follow the automatic 
change in accounting method provi-
sions of Rev. Proc. 99–49 (1999–52 IRB 
725)(see § 601.601(d)(2) of this chapter) 
except, for purposes of this paragraph 
(l)(4), the scope limitations in section 
4.02 of Rev. Proc. 99–49 (1999–52 IRB 725) 
are not applicable. However, if the tax-
payer is under examination, before an 
appeals office, or before a Federal 
court, the taxpayer must provide a 
copy of the application to the exam-
ining agent(s), appeals officer, or coun-
sel for the government, as appropriate, 
at the same time that it files the copy 
of the application with the National 
Office. The application must contain 
the name(s) and telephone number(s) of 
the examining agent(s), appeals officer, 
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or counsel for the government, as ap-
propriate. 

[T.D. 8865, 65 FR 3827, Jan. 25, 2000; 65 FR 
16318, Mar. 28, 2000; 65 FR 60585, Oct. 12, 2000, 
as amended by T.D. 8907, 65 FR 69671, Nov. 20, 
2000; T.D. 8940, 66 FR 9929, Feb. 13, 2001; 66 FR 
17363, Mar. 30, 2001; 67 FR 22286, May 3, 2002] 

ADDITIONAL ITEMIZED DEDUCTIONS FOR 
INDIVIDUALS 

§ 1.211–1 Allowance of deductions. 
In computing taxable income under 

section 63(a), the deductions provided 
by sections 212, 213, 214, 215, 216, and 217 
shall be allowed subject to the excep-
tions provided in Part IX, Subchapter 
B, Chapter 1 of the Code (section 261 
and following, relating to items not de-
ductible). 

[T.D. 6796, 30 FR 1037, Feb. 2, 1965] 

§ 1.212–1 Nontrade or nonbusiness ex-
penses. 

(a) An expense may be deducted 
under section 212 only if: 

(1) It has been paid or incurred by the 
taxpayer during the taxable year (i) for 
the production or collection of income 
which, if and when realized, will be re-
quired to be included in income for 
Federal income tax purposes, or (ii) for 
the management, conservation, or 
maintenance of property held for the 
production of such income, or (iii) in 
connection with the determination, 
collection, or refund of any tax; and 

(2) It is an ordinary and necessary ex-
pense for any of the purposes stated in 
subparagraph (1) of this paragraph. 

(b) The term income for the purpose 
of section 212 includes not merely in-
come of the taxable year but also in-
come which the taxpayer has realized 
in a prior taxable year or may realize 
in subsequent taxable years; and is not 
confined to recurring income but ap-
plies as well to gains from the disposi-
tion of property. For example, if de-
faulted bonds, the interest from which 
if received would be includible in in-
come, are purchased with the expecta-
tion of realizing capital gain on their 
resale, even though no current yield 
thereon is anticipated, ordinary and 
necessary expenses thereafter paid or 
incurred in connection with such bonds 
are deductible. Similarly, ordinary and 
necessary expenses paid or incurred in 

the management, conservation, or 
maintenance of a building devoted to 
rental purposes are deductible notwith-
standing that there is actually no in-
come therefrom in the taxable year, 
and regardless of the manner in which 
or the purpose for which the property 
in question was acquired. Expenses 
paid or incurred in managing, con-
serving, or maintaining property held 
for investment may be deductible 
under section 212 even though the prop-
erty is not currently productive and 
there is no likelihood that the property 
will be sold at a profit or will otherwise 
be productive of income and even 
though the property is held merely to 
minimize a loss with respect thereto. 

(c) In the case of taxable years begin-
ning before January 1, 1970, expenses of 
carrying on transactions which do not 
constitute a trade or business of the 
taxpayer and are not carried on for the 
production or collection of income or 
for the management, conservation, or 
maintenance of property held for the 
production of income, but which are 
carried on primarily as a sport, hobby, 
or recreation are not allowable as 
nontrade or nonbusiness expenses. The 
question whether or not a transaction 
is carried on primarily for the produc-
tion of income or for the management, 
conservation, or maintenance of prop-
erty held for the production or collec-
tion of income, rather than primarily 
as a sport, hobby, or recreation, is not 
to be determined solely from the inten-
tion of the taxpayer but rather from all 
the circumstances of the case. For ex-
ample, consideration will be given to 
the record of prior gain or loss of the 
taxpayer in the activity, the relation 
between the type of activity and the 
principal occupation of the taxpayer, 
and the uses to which the property or 
what it produces is put by the tax-
payer. For provisions relating to ac-
tivities not engaged in for profit appli-
cable to taxable years beginning after 
December 31, 1969, see section 183 and 
the regulations thereunder. 

(d) Expenses, to be deductible under 
section 212, must be ‘‘ordinary and nec-
essary’’. Thus, such expenses must be 
reasonable in amount and must bear a 
reasonable and proximate relation to 
the production or collection of taxable 

VerDate Aug<04>2004 10:29 Apr 26, 2005 Jkt 205085 PO 00000 Frm 00326 Fmt 8010 Sfmt 8010 Y:\SGML\205085.XXX 205085


